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Internet Sector Initiation 


Initiating on Internet Stocks with a Positive Outlook 
Given Strong Secular Growth and Emerging Trends 


We are initiating coverage on five U.S. Internet stocks with a positive industry Internet 
investment view driven by strong secular growth, increased online accessibility via 
mobile devices and tablets, and strengthening of key trends including social, local, and 
video. While broader macro data remains mixed, we believe the Internet economy is 
quite healthy, and 16 years into the consumer Internet, we believe in many ways it is 
still early days. We see the most upside potential with OW-rated Netflix (Top Pick), 
Amazon, and Google. 
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e Strong Secular Growth to Continue. With online advertising at ~18% of total ad Shelby Taffer 
spending and eCommerce at ~9% of total retail (in the U.S.), we believe these (ele reece nate 
segments will both have many years of double-digit growth ahead on a global basis. Sng genre 
The Internet economy will also likely be bolstered by monetization of online video 
content, virtual goods, applications, and cloud-based services. 


J.P. Morgan Securities LLC 


e Confluence of Key Trends Led by Mobile. We believe mobile smartphone 
adoption has played a critical role in accelerating key industry trends including 
social and local. As smartphone penetration moves beyond the current ~30% global 
penetration rate, we expect mobile to have an even bigger impact on Internet 
business models. 


e Strong Revenue Growth Is Scarce. We believe many Internet companies deserve 
premium valuations to the broader market and other tech companies given their 
outsized revenue growth rates and market opportunities combined with the scarcity 
value of growth overall. We note that only 9% of companies in the S&P 500 are 
growing above 15% and they trade at a ~60% premium to the rest of the index. 


e Platform Wars Are Intensifying. We believe Amazon, Apple, Google, Facebook, 
and to a lesser degree eBay, are emerging as primary platforms on top of which large 
amounts of online/mobile communications, advertising, and commerce are likely to 
be conducted. Notable characteristics of these major platforms include global reach, 
large and developing ecosystems, strong network effects, and revenue generating 
toll-booth capabilities. Importantly, these platforms grow stronger as the rest of the 
Internet increasingly relies on them. 


e Top Picks Are Netflix, Amazon, and Google. Despite recent share price 
appreciation in these names, we believe there is further upside into the 
seasonally stronger back half based on continued strong growth, new market 
opportunities, and margin stabilization. Netflix is our top near-term pick and 
Amazon our top long-term pick. 


Equity Ratings and Price Targets 


Mkt Cap Rating Price Target 
Company Symbol ($ mn) Price ($) Cur Prev Cur Prev 
Netflix Inc NFLX 15,800.23 291.27 ow NC 340.00 — 
Amazon.com AMZN 96,954.57 211.23 ow NC 251.00 — 
Google GOOG 174,291.80 534.01 ow NC 660.00 — 
eBay, Inc EBAY 42,588.07 32.26 N NC 38.00 — 
Yahoo Inc YHOO 19,617.95 14.86 N NC 18.00 — 


Source: Company data, Bloomberg, J.P.Morgan estimates. n/c = no change. All prices as of 12 Jul 11. 


See page 105 for analyst certification and important disclosures. 

J.P. Morgan does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may 
have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a single factor in making their 
investment decision. 
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Industry Overview 


Strong secular growth drives positive investment view 


Despite mixed overall macro trends, we believe the Internet economy is quite healthy 
driven by strong secular growth, increased online accessibility via mobile devices 
and tablets, and strengthening of key trends including social, local, and video. We 
are roughly 16 years into the consumer Internet, but we believe it is still early in 
many ways. Online advertising accounts for ~18% of total ad spending in the U.S., 
but as time spent online through multiple devices continues to increase, we would 
expect the penetration rate to follow. Similarly, eCommerce represents only about 
9% of total retail in the U.S., but we would expect that to ultimately climb toward 
25% as friction points are further reduced. We believe online advertising and 
eCommerce both have many years of double-digit growth ahead on a global basis, 
but the Internet economy will also be bolstered by monetization of online video 
content, virtual goods, applications, and cloud-based services. 


Confluence of key trends led by mobile 

The Internet has long held significant potential for social and local applications, and 
we have seen many iterations of products in these spaces over the years. However, 
we believe mobile smartphone adoption has played a critical role in accelerating 
these trends. Internet users have become increasingly comfortable sharing personal 
information online, but through a mobile device they can do it any time, any where. 
Similarly, mobile has significantly increased the value proposition in the local 
space and helped move it beyond maps and listings to actual transactions in the 
form of local deals. We believe the confluence of these key trends, led by mobile, 
has dramatically increased their overall impact. 


Strong tech growth is hard to find 

We believe many of the Internet companies deserve premium valuations to the 
broader market and other tech companies given their outsized growth rates and 
market opportunities combined with the scarcity value of growth overall. We note 
that only 9% of companies in the S&P 500 are growing above 15% and they 
trade at a ~60% premium to the rest of the index. Within the 40 largest 
technology companies, the 20 that are growing revenue above 12% trade on average 
at twice the multiple of the companies growing below 10%. 


Platforms becoming increasingly important 

We believe the Internet ecosystem is largely settling around a few select companies 
that will provide the foundation for application development over the next several 
years. We believe Amazon, Apple (covered by J.P. Morgan IT Hardware analyst 
Mark Moskowitz with an Overweight rating), Google, Facebook, and eBay are 
emerging as primary platforms on top of which large amounts of online/mobile 
communications, advertising, and commerce are likely to be conducted. Notable 
characteristics of these major platforms include global reach, large and developing 
ecosystems, strong network effects, and revenue generating toll-booth capabilities. 
Importantly, these platforms grow stronger as the rest of the Internet increasingly 
relies on them. 
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Internet Stocks 


Netflix — Initiate with an Overweight rating and a YE12 price target of $340 
We believe Netflix’s ongoing subscriber migration from DVDs to streaming offers 
significant financial leverage that Netflix can use to acquire more content and expand 
overseas. We believe there is still considerable room for Netflix in the U.S. market 
with current penetration at ~30% of broadband subscribers and revenue at just 13% 
of the home video market. Successful international expansion is not a lay-up given 
Netflix’s lack of presence overseas and it will take time given potentially lower 
broadband penetration rates (i.e. Latin America and Caribbean), but Netflix has a 
strong track record of execution and there does not appear to be significant 
international competition. Additionally, we are optimistic on how deep Facebook 
integration and personal accounts can further improve engagement and 
increase Netflix’s addressable market. 


Amazon — Initiate with an Overweight rating and a YE12 price target of $251 
We believe Amazon has built a highly defensible business that is well-positioned to 
take share of both online and offline commerce. We believe the company's 
investments in capacity to support its eCommerce and web infrastructure (AWS) 
businesses further distances it from the competition and should deliver outsized 
revenue growth in 2H11 and 2012 with modest corresponding margin expansion. 
Furthermore, we believe Amazon’s success with the Kindle and its potential to 
launch a tablet device will help drive strong digital media growth going 
forward. 


Google — Initiate with an Overweight rating and a YE12 price target of $660 
We believe core search growth remains healthy while Google’s mobile and display 
businesses are taking significant share in higher growth advertising markets. Google 
shares are down 10% YTD vs. +4% for the S&P 500 largely on margin concerns. 
However, we think the spending is appropriate and new management is more 
focused on product and innovation. We expect margin stabilization in 2H11 and 
into 2012 aided by strong revenue growth. Trading at 12.9x 2012 EPS, Google 
remains one of the cheapest stocks in our coverage universe despite high teens EPS 
growth. 


eBay — Initiate with a Neutral rating and a YE12 price target of $38 

We are incrementally positive on eBay shares given traction in the Marketplace 
turnaround and continued strong growth for PayPal. Additionally, we believe the 
company is highly innovative in terms of mobile commerce, mobile payments, and 
the convergence of online and offline shopping. However, given the recent strong 
move post the Durbin outcome, we see more limited upside to our price target. 
Sustainable Marketplace growth and/or a pull-back in the shares could make us more 
favorable here. 


Yahoo! — Initiate with a Neutral rating and a YE12 price target of $18 
Resolution around Alipay and monetization of Yahoo! Japan could be near-term 
catalysts, and valuation at 1.9x 2012E EBITDA is low. But Yahoo!’s core business 
remains challenged, particularly search (37% of gross revenue) which is losing share 
and not yet benefiting from being outsourced. Yahoo! still has strong China 
exposure, but monetization of Alibaba Group may be far out. 
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Internet Sector Risks 


Macroeconomic uncertainty 

Most Internet names in our coverage universe have high levels of exposure to the 
consumer discretionary sector, so a weakening of the economy could have an adverse 
impact on revenue growth. Given that a valuation premium is placed on higher 
revenue growth, Internet names could be disproportionately pressured in the event of 
a market pullback. 


High competition in the internet space 

Despite significant revenue consolidation in the online advertising industry, 
competition in the sector remains high. Established public Internet companies 
increasingly face competition for users from companies such Facebook and Twitter 
as well as well-funded private start-ups with disruptive new business models. We 
note that competition for talented engineers in Silicon Valley remains extremely high 
and online companies may need to continue spending on R&D in order to innovate 
and remain competitive, pressuring margins. 


Regulatory scrutiny may accelerate 

Regulators in the US and Europe are increasingly taking a closer look at online 
companies such as Google for anti-competitive business practices. Such scrutiny 
could stifle Internet companies’ growth plans through acquisitions. In addition, 
online advertising and eCommerce companies face continued opposition from 
privacy groups and any over-regulation in this regard could hurt future product 
enhancements. 
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Table 1: Internet Coverage Valuations 
$ in millions (except per share data) 


Company Google Yahoo! eBay Amazon Netflix LinkedIn Quinstreet Media Mind Reachlocal 
Symbol GOOG YHOO EBAY , AMZN , NFLX 4 LNKD QNST MDMD RLOC 
JP Morgan Rating Ow N N ow Ow Ow N N Ow 
Price as of 7/12/2011, $534.01 $14.86 $32.26 $211.23 $291.27 $99.50 $13.00 $21.94 $19.81 
Shares Outstanding 2011 328 1,328 1,316 460 54 109 50 22 28 
Shares Outstanding 2012 334 1,333 1,326 463 54 115 52 22 28 
Shares Outstanding 2013 340 1,338 1,336 466 54 118 53 22 28 
Market Capitalization $175,253 $19,729 $42,457 $97,192 $15,713 $10,808 $646 $481 $564 
Total Enterprise Value 2011 $131,300 $5,511 $35,207 $85,012 $15,706 $10,590 $580 $462 $468 
Total Enterprise Value 2012 $121,669 $3,669 $29,411 $81,439 $15,513 $11,215 $558 $450 $432 
Total Enterprise Value 2013 $108,581 $2,175 $25,760 $76,966 $15,479 $11,361 NA NA NA 
EARNINGS PER SHARE (EPS) 

EPS 2011 $34.46 $0.90 $2.00 $3.96 $5.25 -$0.01 $1.12 $0.65 -$0.06 
EPS 2012 $41.34 $0.99 $2.34 $5.49 $7.57 $0.32 $1.00 $0.81 $0.46 
EPS 2013 $48.55 $1.14 $2.69 $7.00 $9.33 $0.90 $1.04 NA NA 
PIE 2011 15.5x 16.5x 16.2x 53.4x 55.5x NM 11.6x 33.9x NM 


PIE 2013 11.0x 13.1x 12.0x 30.2x 31.2x 110.1x 12.6x NA NA 

FREE CASH FLOW (FCF) 

FCF 2011 $9,702 $1,108 $2,466 $3,326 $205 -$28 $61 $5 $11 

FCF 2012 $12,620 $1,416 $3,561 $4,156 $83 $14 $61 $13 $35 
FCF 2013 $16,077 $1,568 $4,070 $5,057 $98 $76 NA NA NA 

FCF/Share 2011 $29.56 $0.83 $1.87 $7.23 $3.80 -$0.26 $1.22 $0.21 $0.40 
FCF/Share 2012 $37.76 $1.06 $2.69 $8.97 $1.55 $0.12 $1.17 $0.58 $1.25 
FCF/Share 2013 $47.26 $1.17 $3.05 $10.85 $1.81 $0.65 NA NA NA 

Price/FCF 2011 18.1x 17.8x 17.2x 29.2x 76.6x NM 10.7x 103.7x 

Price/FCF 2013 11.3x 12.7x 10.6x 19.5x 160.8x 154.0x NA NA 

FCF Yield 2011 5.5% 5.6% 5.8% 3.4% 1.3% -0.3% 9.4% 1.0% 2.0% 
FCF Yield 2013 8.9% 7.9% 9.4% 5.1% 0.6% 0.6% NA NA NA 

EBITDA 

EBITDA 2011 $15,819 $1,780 $3,775 $3,066 $524 $31 $88 $23 $10 

EBITDA 2012 $19,326 $1,946 $4,384 $3,945 $729 $101 $92 $29 $33 

EBITDA 2013 $22,612 $2,161 $4,947 $5,023 $889 $210 $108 NA NA 

EV/EBITDA 2011 8.3x 3.1x 9.3x 27.7x 30.0x 341.0x 6.6x 20.0x 


EV/EBITDA 2013 4.8x 1.0x 5.2x 15.3x 17.4x 54.0x NA NA 

REVENUE 

Revenue 2011 $28,180 $4,581 $11,425 $47,337 $3,284 $435 $401 $100 $390 
Revenue 2012 $34,288 $4,878 $13,442 $61,441 $4,390 $653 $456 $117 $527 
Revenue 2013 $39,937 $5,173 $15,183 $75,943 $5,400 $911 $542 NA NA 
Market Cap/Revenue 2011 6.2x 4.3x 3.7x 2.1x 4.8x 24.9x 1.6x 4.8x 1.4x 
Market Cap/Revenue 2013 4.5x 3.8x 2.8x 1.3x 2.9x 12.8x 1.3x NA NA 


Note: All EPS shown are Pro Forma, to exclude the impact of stock based compensation 


Source: Company reports and J.P. Morgan estimates. 


for) 


Doug Anmuth Nort 
(1-212) 622-6571 13 July 2011 
douglas.anmuth@jpmorgan.com 


Y) 
<b) 
= 
® 
ie 
— 
>> 
— 
—_ 
Y) 
=) 
Oo 
= 


Doug Anmuth 
(1-212) 622-6571 
douglas.anmuth@jpmorgan.com 


North America Equity Research 


13 July 2011 


Table 2: Exposure Level to Key Internet Themes 


NETFLIX 
Overweight 


HEAVY: 2010-13 CAGRs 
39% subs, 36% revenue, 
43% GAAP EPS. Expanding 
addressable market. 


Strong Growth Is 
Scarce 


MEDIUM: Not a platform 
itself, but benefits from 
Apple iOS, Android, and 
broad device distribution. 
Watch for Facebook 
integration. 


Platforms Becoming 
Web Foundations 


MEDIUM: Distribution va 
Apple iOS and Google 
Android. Tablets more 
meaningful for ideo than 
phones. 


Mobile Breaking 
Down Barriers 


MEDIUM: Strong iOS 

presence, more recent with 
Android. Netflix the leading 
application on CE devices. 


Appification of the 
Mobile Internet 


Social Networking LIGHT: ...at least for now. 

Leading the Platform Netflix Friends missed the 

Buildout mark, but deep Facebook 
integration likely on the way 
Could enable video 
distribution on Facebook 
combined with queue 
sharing, chatting, & party 
watching. 


Growth in Display NONE 


Driven by Shift of 
Branded Dollars 


HEAVY: Aggressively 
acquiring streaming content 
to strengthen service. We 
estimate $868 million of 
streaming content spend 


Investing in the 
Digital Economy 


this year. 
Local Becoming a NONE 
Key Battleground 
Convergence of NONE 


Online and Offline 
Shopping 


Healthy M&A Activity NONE 
Likely to Continue 


Source: J.P Morgan. 


AMAZON 
Overweight 


HEAVY: 2010-13 CAGRs 30% 
revenue, 26% PF oper inc. 
Strong growth in EGM, digital 
books, AWS, international. 


HEAVY: 3rd-party marketplace 
gives sellers broad distribution 
& FBA enhances value 
proposition. AWS by far the 
leading laaS platform. Watch for 
an Amazon Tablet. 


MEDIUM: Well-positioned via 
variety of apps, but still early in 
mobile commerce. 


MEDIUM: Key apps include 
Amazon Mobile, Kindle, Deals, 
& Price Check. Kindle app \ery 
successful on Apple devices. 


HEAVY: Not via traditional social 
networking, but Aman 
customer reviews have been an 
important benefit for consumers 
and key driver for Amazon 

sales. Theyalso likely help 
determine a meaningful 
amount of offline purchases-- 
overall, 41% of purchases 
offline are researched online. 


LIGHT: Advertising is a very 
quiet but high margin source of 
revenue within the Other bucket. 


HEAVY: Launching 9 new 
fulfillment centers this year off 
base of 52 YE10 and 39 YEO9. 
Also investing heavily in 
geographic expansion (China) 
and digital media 
(Kindle/potential tablet). 


LIGHT: Amazon has made an 
equity investment in a leading 
local deals company. 


LIGHT: Reviews on the site drive 
offline sales. 87% of 
consumers in the U.S. research 
products online before 
purchasing offline 
(BIGresearch) and online 
research impacts 40% of offline 
sales (Jupiter Research). 


LIGHT: Would expect strategic, 
smaller deals. 


GOOGLE 
Overweight 


HEAVY: 2010-13 CAGRs 22% 
net revenue, 18% PF EPS. Core 
search growth now ~22% with 
higher growth in displayand 
mobile. 


HEAVY: Leading search 
platform touches nearly 
everything online. 500k+ 
Android activations/day & 38% 
mobile OS market share. Watch 
Google+. 


HEAVY: Android the leading 
mobile OS globallyand Google 
the leader in mobile search. 
Mobile likely accounts for 5% of 
gross revenue in 2011. 


HEAVY: Key Google apps 
include Search, Maps, Earth, & 
Voice. Placing in-app ads 
through AdMbb. Also presents 
threat to traditional search. 


LIGHT: Several social product 
launches, but they've missed 
the mark. Still very early for 
Google+, but it looks promising. 
Google+ brings together a 
number of keyproduct features 
and integrates with user's entire 
Google profile. Compensation 
for all Google employees tied to 
social success. 


HEAVY: Google bulking up 
display efforts aggressively 
through YouTube, Doubleclick 
AdExchange, and AdMbb. 
Display likely 9% of gross 
revenue this year. 


HEAVY: 2011 likelyto be 
Google's biggest hiring year 
ever as company focuses on 
core search improvements, 
display. Mobile, and Google 
Offers tele-sales presence. 
New CEO focused on product 
and innovation. 


MEDIUM: Google Maps and 
mobile search provide solid 
local presence, but Google has 
been unwilling to build out a 
local sales force until recently 
Still early for Google Offers, but 
likely hiring aggressivelyto roll 
out to other markets and 
compete in local deals. 


MEDIUM: Search is a key 
starting point for offline 
purchases. Google Offers will 
drive more local commerce 
depending on how successful it 
is. 


HEAVY: Expect Google to 
continue to be acquisitive, most 
likelyin vertical search, display 
technology, mobile, and local. 
Though all will likelycome with 
government scrutiny. 


EBAY 
Neutral 


a 


MEDIUM: PayPal strong at 24% 
2010-13 revenue CAGR. 
Marketplaces turning but slower 
at 9%. Marketplace 
sustainability will be key. 


HEAVY: Marketplace has been 
losing share but is turning 
around & remains a major 
platform for small, and more 
recently large, sellers. PayPal 
has 100Musers & has strong 
network effects. 


HEAVY: eBay on track to do $4B 
in mobile commerce in 2011 
and PayPal $3B in TPV. PayPal 
well-positioned on mobile 
phones and will soon move into 
physical retail. 


HEAVY: Key apps include eBay 
Mobile, eBay Fashion, PayPal, 
and RedLaser. 


MEDIUM: Not via traditional 
social networking, but eBay 
Marketplaces has been 
inherently social since 
inception. PayPal 
micropayments product also 
integrated with Facebook. 


NONE 


MEDIUM: Investing in turning 
around Marketplace and PayPal 
merchant, mobile, and offline 
opportunities. Significant cost 
savings over next 3 years, but re- 
investing in business. 


LIGHT: Recently acquired Milo, 
which helps users find products 
in local stores. Aso WHERE, 
Inc., an application driven 
location-based media company 
that is also entering the local 
deals space. 


HEAVY: Very focused on 
pushing offline through Mlo and 
RedLaser. Also bringing PayPal 
to physical retail checkout. 


MEDIUM: Recently closed GSI 
Commerce and will be 
integrating fulfillment capability 
for sellers. Other M&A likely 
small, strategic. 


J.P Morgan 


YAHOO! 
Neutral 


LIGHT: 2010-13 CAGRs 4% net 
revenue, 9% EBITDA. Display 
strong in double-digits, but 
search share & monetiation via 
MSFT are lagging. 


MEDIUM: 600M users, leader in 
key verticals, and access to 
significant user data. But lacks 
strong mobile presence in the 
U.S. and depth of developer 
relationships. 


MEDIUM: Stronger mobile 
presence overseas through 
host of carrier deals. Mobile 
texting also creates threat to 
traditional email which is ~50% 
of Yahoo!'s page views. 


MEDIUM: Key apps include 
Yahoo! Mobile, Messenger, 
Finance, Sportacular, & Fantasy 
Football. Also presents threat to 
portal model. 


LIGHT: Yahoo! has manysocial 
components and Facebook's 
news feed is integrated into the 
homepage and Mail. But social 
networking overall has been 
more of a negative than positive 
for Yahoo!. Facebook activity 
hurts Yahoo! Mail usage and 
time spent on the Yahoo! 
platform. 


HEAVY: Yahoo well-positioned 
for more brand $ coming online 
& display growth has been 
strong. We estimate 11% 
growth in 2011. The question is 
sustainability given increasing 
competition and declining 
engagement. 


MEDIUM: Key investments 
include global site architecture, 
display platform, and owned 
data centers. MSFT search 
partnership savings have been 
largely offset by investments 
thus far. 


LIGHT: Exposure through 
search, maps, and city guides, 
but limited traction here. 


LIGHT: Exposure through core 
search platform. 


LIGHT: Difficult for Yahoo to do 
significant M&A given large 
cash balances of competitors 
(i.e. Google, Apple, etc...) and 
ongoing challenges at the 
company. 


Doug Anmuth 
(1-212) 622-6571 
douglas.anmuth@jpmorgan.com 


North America Equity Research 
13 July 2011 J.P. Morgan 


Strong Revenue Growth Is Scarce 


We believe many of the Internet companies deserve premium valuations to the 
broader market and other tech companies given their outsized revenue growth rates 
and market opportunities combined with the scarcity value of growth overall. As 
shown in Figure | below, only 9% of companies in the S&P 500 are growing 
revenue above 15% and they trade at a ~60% premium to the rest of the index. 
Furthermore, within the 40 largest technology companies, the 20 that are growing 
revenue above 12% trade on average at twice the multiple of the companies growing 
below 10%. 


Given the scarcity of revenue growth, we believe certain Internet companies deserve 
high premiums to the market and other tech names. Our 3 new Overweights— 
Netflix, Amazon, and Google—we expect to grow revenue 34%, 30%, and 22% in 
2012. 


Figure 1: Snapshot of S&P 500 Revenue Growth Rates and P/E Multiples 


“41E-'12E Revenue Growth ‘of Companies (# of cos) : 2012 Avg PIE Avg '12E RevGrowth 


>25% >25% 
15%-25% 15%-25% 
5%-15% 5%-15% ~~ 52% 260 5%-15% —————s 15.4x 8.6% 
0%-5% 0%-5% <= 34% 168 0%-5% Sa 12.8x 3.2% 
<0% <0% " 4% 1 <0% —a 11.6x (3.7%) 
0% 20% 40% + «60% 0.0x 5.0x 10.0x 18.0x 20.0x 25.0x 


Source: Bloomberg, J.P. Morgan estimates. 


On the other hand, many companies have achieved EPS growth by managing costs. 
We note that ~44% of companies in the S&P 500 are growing EPS above 15%. 
However, given that EPS growth is more manageable and easier to find, these 
companies trade at only a ~20% premium to the rest of the index, compared to a 
~60% premium for the higher revenue growth companies. 


Figure 2: Snapshot of S&P 500 EPS Growth Rates and P/E Multiples 


t “41E-'12E EPS Growth ‘oof Companies (# of cos) 2012 Avg PIE Avg'12E EPS Growth 


>25% >25% = 20% 
15%-25% 15%-25% | 15%-25% 
5%-15% 5%-15% ———— 44% 216 5%-15% | 13.9x 10.7% 
0%-5% 0%-5% a 6% 30 0%-5% ———— | 13.9x 2.9% 
<0% <0% = 7% 35 <0% zs 12.1x (15.3%) 
0% 20% 40% 60% 0.0x 50x 10.0x 15.0x 20.0x 


Source: Bloomberg, J.P. Morgan estimates. 
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Platform Wars Intensifying 


We believe the Internet ecosystem is settling around a few select companies that will 
provide the base or foundation of application development over the next several 
years. We believe Amazon, Apple, Google, Facebook, and eBay are emerging as 
primary platforms on top of which large amounts of online/mobile 
communications, advertising, and commerce are likely to be conducted over the 
next decade. Google's Eric Schmidt recently discussed this trend at The Wall Street 
Journal’s D9 conference, suggesting that Google, Facebook, Apple, and Amazon are 
deploying platform strategies most effectively. We would also add eBay to this list, 
albeit at a somewhat different level than the four companies mentioned above. We 
use 5 key attributes to define and evaluate the competitiveness of a platform: 


1) Global reach: A platform’s underlying technology and network is easily 
scalable across geographies. Facebook and Google are likely the best 
examples of this given their strong brands and widespread adoption among 
users and developers across the world. 


2) Large ecosystem: Platforms have strong relationships with 
developers/partners that build their businesses or applications on top of the 
underlying platform architecture. A good example of this is the social games 
space in which leading companies employ Facebook's social graph to 
operate and distribute viral games. 


3) Device agnostic: Android is probably the best example as it is an open 
source operating system that runs on many mobile devices—in sharp 
contrast to Apple’s iOS. 


4) Network effects: Leading platforms have robust network effects such that 
each additional user of the platform enhances the value of the platform to 
existing users. The best example of this is Facebook, though we believe 
Apple’s AppStore also has strong network effects. 


5) Toll booths: Platforms typically generate revenue from transactions or 
activity that occurs through applications that reside on them. Examples are 
Facebook Credits, Google AdWords/AdSense, and the Apple App Store. 
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Figure 3: Large Web Platforms and Their Ecosystems 
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Source: J.P. Morgan, Company reports. 


Top web/mobile platforms at a glance: 


Amazon has effectively leveraged its industry-leading marketing and 
product fulfillment capabilities for third-party sellers including large and 
small merchants. Though Amazon offers a Payments solution as well, it 
hasn’t gathered much traction to date. Moreover, Amazon’s AWS or web 
services platform is quickly becoming the de facto source for utility 
computing capacity, storage, and other services that underlie web 
applications. 


Apple's iOS has become one of the two dominant mobile operating systems 
and has spurred a great deal of innovation in the mobile space. Apple's iOS 
provides standardization, which is critical for cost-conscious developers 
writing code for multiple operating systems and screen sizes. Apple also 
tightly controls the distribution point for mobile apps and content through 
its App Store. 


Google by virtue of having the most dominant search engine in the world 
has been one of the strongest platforms of the previous decade as most 
websites developed their Search Engine Optimization/Marketing techniques 
on top of Google’s ranking algorithms. In mobile, Google's Android 
platform is similar to Apple's iOS as it is the underlying software layer for 
many mobile applications, but it is available across a wide range of devices 
and carriers. Google is currently activating over 500k Android devices/day. 
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e Facebook has built a powerful platform that allows developers to leverage 
underlying social data while continually benefiting from very strong 
network effects. While sites in the past were optimized for Google's ranking 
algorithm, they are also increasingly leveraging Facebook "Likes" which 
can drive large amounts of traffic and user engagement. Companies focused 
on social games are employing Facebook’s data and Microsoft (covered by 
J.P. Morgan Software analyst John DiFucci with a Neutral rating) is using it 
for search enhancements as well. 


e = eBay is likely perceived as more of a dark horse in the platform wars, but 
we believe the company has built a strong platform through the Marketplace 
and increasingly via PayPal. The core online Marketplace business, despite 
losing share in recent years, has a large number of buyers and sellers 
transacting both within and across borders. PayPal has even stronger 
network effects and should become increasingly relevant as cross-border 
transactions and mobile payments grow. Through its acquisitions of 
WHERE Inc., Milo, RedLaser, and Magento, eBay is aggressively 
expanding its Marketplace and Payments businesses to the offline world. 


Evaluating the 5 platforms 


We attempted to use our framework of platform attributes to qualitatively evaluate 
Amazon, Apple, Google, Facebook, and eBay's platforms. Table 2 ranks each 
company from | to 5 with | being the highest. We believe Google's philosophy of 
open platforms and global reach give it the edge over Facebook which undoubtedly 
has the most significant network effect of any of the platforms. eBay’s network 
effects and large ecosystem are significant competitive barriers that the company can 
leverage in offline commerce — an opportunity that is many times the size of online 
retail. 


Table 3: Ranking the Top 5 Web Platforms 


Amazon Apple Google Facebook EBay 
Global reach 5 4 1 2 3 
Large ecosystem 5 3 1 2 4 
Device agnostic 2 5 1 2 2 
Network effects 5 2 3 1 4 
Toll booths 5 2 1 3 4 
Average 4.4 3.2 1.4 2.0 3.4 


Source: J.P. Morgan. 1 is the highest rank, 5 is the lowest. 
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Mobile Breaking Down Barriers 


We expect mobile to be the single largest accelerator of Internet growth for the next 
several years driven by dramatic increases in users and usage/user, which in turn is 
being driven by improvements in device functionality, connection speeds, and 
application development. A telling statistic about mobile's reach: by the end of 
2011, the number of mobile users in Sub-Saharan Africa and Southeast Asia is 
expected to exceed the on-grid (i.e. electric grid) population in those regions 
according to Cisco. This widespread availability of mobile data should enable new 
business models and increases in productivity that are likely to drive usage growth 
that rivals fixed-line Internet growth over a decade ago. 


Mobile data has ramped faster than fixed-line Internet 

According to Cisco data, global mobile data traffic grew 2.6x in 2010, nearly tripling 
for a third year in a row. Moreover, Mobile data traffic (237 PB/month) is already 
over 3x the size of global fixed-line Internet traffic (75 PB/month) in 2000. Despite 
a much larger base, mobile data growth rates are expected to be similar to the early 
days of fixed-line data growth going forward. Cisco expects a 92% CAGR for 
global mobile data traffic from 2010 through 2015 with smartphones (116% 
CAGR) and Tablets (190% CAGR) outpacing overall mobile data growth. For 
comparison, Cisco projects fixed-line Internet data increasing 42% during the same 
period, largely driven by increasing video consumption. 


Table 4: Global Mobile Data Growth Today Similar to Global Internet Growth in the Late 1990s 


Global Internet Traffic Growth 
1997 178% 
1998 124% 


Global Mobile Data Traffic Growth 
2008 156% 
2009 140% 


1999 128% 
2000 195% 
2001 133% 


Source: Cisco VNI Mobile, 2011. 


2010 159% 
2011E 131% 
2012E 113% 


Improved connection speeds should drive higher usage/user 

Improvements in network connection speeds should provide a multiplier effect to the 
rapid increase in mobile data-enabled devices. According to Cisco, mobile network 
connection speeds are expected to grow 10x from 215kbps in 2010 to 2.2 Mbps 
in 2015. Connection speeds in the US are expected to grow at a 40% CAGR through 
2015, reaching 3,848 kbps in 2015 while Western Europe is expected to grow at a 
64% CAGR to 5,336 kbps in 2015. As witnessed in the fixed-line Internet, faster 
connection speeds via broadband penetration were a significant driver of online 
advertising, eCommerce, and online video growth in the previous decade. 


Table 5: Comparison of Global Device Unit Growth and Global Mobile Data Traffic Growth 


Growth in Users, 2010-2015 Growth in Mobile Data Traffic, 2010-2015, 
Device Type CAGR CAGR 
Smartphone 24% 116% 
Portable gaming console 79% 130% 
Tablet 105% 190% 
Laptop and netbook 42% 85% 
M2M module 53% 109% 


Source: Cisco VNI Mobile, 2011. 
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Smartphone penetration still early in the US 

Despite tremendous growth rates to date, global smartphone penetration will 
approach 30% in 2011 going to 45% in 2015 according to IDC. IDC suggests 
penetration in North America and Western Europe is similar, approaching 40%, and 
above 55% in Japan. However, emerging markets Latin America, Central 
Europe/Middle East/Africa, and Asia ex-Japan are still in the mid-teens. 


Figure 4: Total Worldwide Mobile Phone Shipments by Device Type 
Units in millions 
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Source: IDC’s Worldwide Quarterly Mobile Phone Tracker, February 2011. 


Apple and Android Becoming Dominant Mobile Software Platforms 


Apple and Google's Android are the only mobile operating systems that grew Y/Y in 
1Q worldwide according to Gartner. Android-powered handsets represented 36% of 
global smartphones in 1Q11, while Apple’s iOS had 17% share. We note that 
Symbian’s global share continues to decline and we expect iOS to soon overtake it. 
In the U.S., comScore’s May data suggests Android has 38% smartphone share and 
Apple has 27%. 


Figure 5: Global Smartphone OS Units 1Q10 and 1Q11 
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We believe Apple and Google's superior user interfaces and app marketplaces are 


also driving significantly higher usage/user relative to other smartphone operating 
systems. According to Cisco, Apple's iPhone users generate 350 MB/month of data 
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usage, with Google Android users at roughly 240 MB/month. However, Google 
Android users have the highest monthly growth in usage of all the operating systems. 
RIMM’s Blackberry and Microsoft’s Windows Mobile 6 phones have average 
monthly usage that is closer to the 100MB level. 


Figure 6: Megabytes per Month by Operating System (Months 7 through 9) 
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Source: Cisco, 2011. 


Mobile advertising and mCommerce in early stages 

With approximately 73MM users in the US with Mobile Internet access, we believe 
the mobile ad market has the critical mass required to ultimately become a 
meaningful contributor to Internet revenue. According to the IAB, mobile advertising 
was a $550-650MM industry in the US in 2010 and we believe it will total around 
$1.2 billion in 2011. Our analysis of US mobile ad revenue per user suggests mobile 
advertising monetization at rates well below fixed-line Internet. Our analysis 
suggests annual mobile ad revenue/user of $7-8, which is well below $35/Internet 
user during the early (post-bubble) days of web advertising in 2002. We expect 
mobile (smartphone/tablet) advertising to ramp much faster than PC/Laptop web 
advertising—especially given an already established online ad market—but mobile 
platform hurdles include smaller screen real estate (smartphones, not tablets) and 
possible creative limitations. However, we believe significantly higher volume of 
projected mobile users, along with device ubiquity and superior local presence, 
suggests mobile advertising could ultimately become larger than web-based 
advertising. Consistent ad formats and ROI metrics are another hurdle for mobile 
advertising to overcome though the high concentration among Android and i0S 
provides some level of standardization for ad networks, advertisers, and agencies. 
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Figure 7: Web Ad Revenue per User Figure 8: Mobile Ad Revenue per User 
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Source: Interactive Advertising Bureau (IAB), eMarketer. Year 1 = 2002 for Web and 2008 for Mobile 
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Figure 9: Apple’s App Store has 
seen tremendous growth since its 
inception 
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“Appification” of the Mobile Internet 


Apps have become a central part of the mobile browsing experience 


Since the introduction of the iPhone, native apps have seen tremendous growth in 
usage which in turn has spurred the development of more apps. As of June 2011, 
Apple had 14B app downloads on over 200MM iOS devices. Google's Android 
Market has also seen strong growth with roughly 5B downloads on 100MM Android 
devices since inception. 


Table 6: Mobile App Marketplace Statistics 


Developer's Developer 
Name 


Available Apps Download Count __InstallBase Cut per Sale Fees 
| 5 billion 100 million 
Android market 224,808 (June 2011) 70% USS25 
(June 2011) (May 2011) 
Apple App Store 425,000 (June 2011) “4 Billion cael 709 US$99/ year 
Heo : (June 2011) (June 2011) : u 
USS200/ 10 
: ~3 million daily 46 million 2 / 
Rim App World 32,367 (June 2011) 70% application 
(May 2011) (July 2011) deck 
submissions 
~710 million 
Ovi Store 71,753 (June 2011) (Nov 2010) 5M/day 825 million 70% 1 Euro 
(Apr 2011) 
USS99/ 100 
Windows Phone 25,203 12 per persona 3.5 million 99 / ; 
70% application 
Marketplace (July 01,2011) month (Mar 2011) = (Mar 2011) aes 
submissions 


Source: Company reports and J.P. Morgan estimates 


The case for native apps 


Native apps differ from web applications in that they require an initial download to a 
user’s device (i.e. smartphone or tablet) as opposed to sites that are accessed directly 
through a browser via the web. The use of native apps on mobile has been a 
significant phenomenon in mobile content development and consumption due to the 
following: 


e Network speeds and availability: One of the primary reasons for the huge 
uptake of native apps among users is network connection speeds and availability 
that are not at parity with fixed-line Internet. As a result, the initial installation of 
a native app downloads commonly-used user interface graphics/images and 
functionality, therefore only requiring the transfer of raw data over a network. 
Web-based mobile apps or websites accessed through a mobile browser require a 
greater amount of upfront "setup" data to be downloaded each time the app is 
used, thus slowing performance and hurting the user experience. 


e Accessibility of device data for apps that rely on geo-location and accelerometer 
data. 


e Lower data and power usage: Less data transferred over a network increases a 
device's battery life and potentially reduces a user's data fees which is likely to be 
an increasingly crucial point as carriers move towards usage-based pricing on 
mobile. 


e Off-line functionality: Native apps such as mobile games can still function 
without a network connection as opposed to web-based apps/sites. 
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Figure 11: U.S. Games and social 
networking dominate time spent on 
mobile apps 
% 
Other, 
Ent't,7% 5% 


News, 
9% 


Social 
Networking, 
32% 


Source: Flurry Analytics, May2011 


North America Equity Research 
13 July 2011 J.P Morgan 


e Monetization: Many free web-based apps offer similar functionality to paid 
native apps. However, their speed and optimized user interface allow native app 
developers to monetize this functionality by charging a fee per app download. 


Indeed, engagement with native mobile applications is also increasing dramatically 
as the selection of mobile apps continues to rise. Recent data from Flurry, a mobile 
analytics/marketing company, suggests that time spent on mobile/native apps 
increased to 81 minutes/day from 43 minutes/day a year ago. Games and social 
networking are the leading categories on mobile apps and represent 79% of all time 
spent on mobile apps. 


Figure 10: Time Spent Using Mobile Apps Has Increased Dramatically 
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Source: comScore, Alexa, Flurry Analytics 


Can HTMLS challenge native apps? 

There is a growing debate within the developer community around whether mobile 
sites should be developed as native apps or browser-based applications. The 
introduction of HTMLS has served as a catalyst for several developers to consider 
building their applications outside the Apple App Store or the Android Market. 
HTML is a web language that defines the framework of most websites. Over time, as 
sites became more complex to include video, audio, and rich media, developers 
turned to an increasing number of add-ins including Adobe's Flash software. 
However, HTMLS was built for the websites of today and has several capabilities 
including video playback and offline functionality. There are 3 key reasons why 
developers are considering web-based HTMLS apps as an alternative to native apps: 


e Cost to develop a native app is higher and can range between $30-40K. In 
addition, developers have to create multiple versions for each App marketplace, a 
significant barrier for smaller sites. Web-based apps are platform agnostic so they 
can be accessed through most browsers. 


e Apple and Google take 30% of the revenue from a paid app download via their 
respective marketplaces. In addition, additional content purchased within an app 
can also be subject to Apple and Google's commission structure. As a result, 
publishers such as the Financial Times are developing web-based applications to 
circumvent these fees. 


e Distribution: Google and Apple serve as gateways for the distribution of content 
on the Android and iOS platforms. Though Google is fairly relaxed about the 
apps available through its store, Apple exercises significant control over which 
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apps are allowed on the Apple App Store, which can be a issue for smaller 
developers. For larger companies such as Facebook which also want to control 
the distribution of content/games over the web, the native app stores can be 
restrictive. We believe Facebook has likely been working on an HTMLS version 
of its site which would operate more seamlessly across devices and operating 
systems, and require fewer resources to update. 


There is some evidence that users may prefer a web-based browsing experience 
similar to the desktop Internet. According to a survey, mobile users would prefer a 
mobile browser vs. an app for accessing several types of content except for social 
networks, music, and games. For shopping tasks, mobile users showed an even 
greater proclivity for browsers. 


Figure 12: Preference for Using a Mobile Browser vs. App for Accessing Select Types of Media/ Entertainment Content, Aug 2010 
% of US mobile device users 
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Figure 13: Preference for Using a Mobile Browser vs. App for Select Shopping Tasks, Aug 2010 
% of US mobile device users 
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Social Networking Leading the Platform 
Buildout 


Social has emerged as a major medium of the web as consumers are now more 
expressive and willing to share personal information online, and the effects of social 
have been accelerated by mobile Internet usage and increasing virality online. Given 
the extensive reach of social media and the strong traction it has had, we believe it 
will continue to be a disruptive factor online over the next several years. 


Social networking sites now represent 16% of all U.S. Internet usage time and 
have a 96% reach among U.S. web users, as reported by comScore. Facebook is the 
clear market share leader among social networking sites, with around 700 million 
members, more than half whom visit the site on a daily basis. We believe Facebook’s 
dominant presence is built on its strong network effects, robust app economy, and 
scalable technology platform that makes it easier for users to connect and share. 


Figure 14: Top 5 Domestic Web Properties by Share of Total Minutes, Jun 2007 - May 2011 
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Source: comScore data 


As shown in the Figure above, Facebook is by far the largest social site online, but 
social and sharing trends are pervasive across the Internet and have also been 
successfully implemented into vertical business models such as LinkedIn and 
TripAdvisor, among others. 
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Table 7: Top 10 Worldwide Social Network Sites, May 2014 


Unique Visitors (000) Pages Viewed (MM) 
FACEBOOK.COM 713,647 423,130 
TWITTER.COM 139,213 3,173 
Windows Live Profile 123,236 1,388 
LINKEDIN.COM 86,074 2,413 
Myspace 74,447 1,716 
RENREN.COM 67,208 11,452 
QQ.COM Microblogging 66,967 1,204 
Vkontakte 57,869 38,991 
Orkut 52,322 23,699 
Yahoo! Pulse 36,641 252 
Total Social Networking 1,134,717 630,334 
Total Internet 1,373,976 2,968,568 


Source: Source: comScore data 


The New Web Platform 


We view social networking sites—especially Facebook— as web platforms, which 
allow for a variety of applications and monetization opportunities. We believe such 
sites benefit from network effects without a need to charge consumers directly. 

Rather, they can enable applications (i.e. casual games, payments, virtual gifts) and 


collect a 


fee as the providers of the network. In our view, linking social media with a 


platform for payments, advertising, commerce, and gaming represents a significant 
monetization opportunity. 


Payments. We view payments as one of the most significant growth 
opportunities for social network sites. The integration of a micropayments 
solution with a social site could be a widely accepted solution, as it would 
enable all sorts of online businesses to more seamlessly get paid by users. 
For example, we think consumers would be open to paying for content, 
games, virtual goods, as well as make P2P transfers among friends. 


Advertising. Social networking has had a large impact on viewership 
trends (and now represents ~18% of worldwide internet usage time) and we 
think advertisers are likely to follow the eyeballs. Given the importance of 
social media and the strong traction it has had, we believe it is becoming 
increasingly important for marketers to establish a strong presence on social 
networking sites. We also expect ads on social sites to morph over time 
from more direct-response oriented ads to more branded ads. 


Social commerce. We believe the combination of social with eCommerce 
can be a significant opportunity for incremental growth. In our view, 
reviews and recommendations are two important features of eCommerce 
sites. Furthermore, we think reviews from friends and other contacts can 
sometimes be a more compelling source of product information than 
reviews from a broader group of Internet users. 


Social games. We believe a growing portion of casual games spend is 
occurring on social platforms. The low cost of the platform allows games to 
be aimed at audiences that may be reluctant to spend several hundred dollars 
on a console but may be willing to spend small amounts monthly to engage 
in an online game. 
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Figure 15: % Traffic Driven to Amazon Sites 
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A Growing Traffic Source 


We have seen a growing shift in the volume of traffic driven to key sites by social 
networks, especially Facebook. As seen in the figures below, Google remains the 
largest driver of traffic to sites such as Amazon and eBay. However, we note that the 
portion of traffic coming from Facebook has increased rapidly. 


Figure 16: % Traffic Driven to eBay Sites 
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Figure 17: % Traffic Driven to Youtube.com 


16.0% 25.0% 
14.0% 
12.0% 


10.0% 


22.0% 21.4% 


20.0% 
15.7% 


15.0% 
8.0% 
6.0% 10.0% 
0, 
4.0% 5.0% 
2.0% 
0.0% 0.0% 


Google, +21% Facebook, +57% 
mMay'10 mMay'11 


Google, +40% 
mMay'10 mMay'11 


Facebook, +86% 


Source: comScore data Source: comScore data 


We believe a key driver of the increase in traffic volume from Facebook is the 
company's Facebook Connect initiative. This feature enables users to use their 
Facebook login on other sites and to link their activity on such sites back to their 
Facebook profile. The company reported in December 2010 that over 250 million 
users are using Connect monthly, and that number is likely much higher today. 


Additionally, as the web becomes more fragmented, we believe social sites will 
become more crucial in enabling consumers to find and discover content. While 
search engines have been successful in enabling users to discover content, they are 
essentially dependent on a user knowing what to look for. Social networking sites, 
however, allow users to view the interests of their friends, which are often times 
similar to their own. As such, we think social networking sites can enable the success 
of an even more fragmented web, with users who share interests helping each other 
discover content. 
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Figure 18: Ad Spend vs. Time Spent in 2003 


60% 
50% 
40% 
30% 
20% 
10% 

0% 


Print Radio 
Time Spent mAd Spend 


Source: SRI Knowledge Networks, Universal McCann 6/03, IAB 3/04. 


North America Equity Research 
13 July 2011 


J.P Morgan 


Growth in Display Advertising Driven by 
the Continued Shift of Branded Dollars 
Online 


We believe online advertising continues to see strong growth, driven largely by 
shifting consumer consumption of online media. The cost of content creation and 
distribution is decreasing, which brings in new content to consumers and increases 
inventory. Moreover, consumers have more ways than ever to consume content 
through mobile devices and tablets, allowing them to demand ubiquity and greater 
access to all forms of content. We think time spent online will continue to increase, 
and we are projecting Internet advertising in the US to grow 17.5% in 2011 to 
$30.6B on the heels of 14.9% growth in 2010. 


Figure 19: Ad Spend vs. Time Spent in 2010E 
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Source: Yahoo! Analyst Day; Forrester, 12/10; IDC, 7/10; eMarketer, 6/10. 


For much of the last decade we saw search advertising growth significantly outpace 
display ad growth as advertisers were drawn to the measurable, performance-based 
model. Additionally, display advertising was facing some unique challenges 
including a large influx of inventory related to social networks and user generated 
content and less developed targeting and measurement capabilities. 


However, 2010 saw increasing allocation of branded budgets online and we 
expect this to continue going forward. Given the rapid growth of online media 
consumption, as well as the creation of richer ad formats beyond traditional banners, 
we think brand advertisers are increasingly realizing the effectiveness of engaging 
consumers online. For example, we note that according to AdAge, top brand 
marketers such as Procter & Gamble, PepsiCo, and General Mills spent 5.1%, 6.0%, 
and 5.8% of their measured media dollars online in 2010, compared to 3.5%, 4.8%, 
and 4.6% in 2009, respectively. And though these numbers are moving in the right 
direction, they still suggest significant potential to increase online spending going 
forward. 
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Figure 20: % of Media Dollars Spent Online by Leading CPG Companies 
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Source: AdAge 100 Leading National Advertisers Report 


We are seeing this shift in brand take place in digital video and banner ads, search, 
and in social. We now project online video to grow 25% this year to $1.6B, banner 
ads to grow 30% to $8.1B, and search to grow 14% to $13.7B. Furthermore, we 
believe display advertising, led by the continued investment in brand ads, will 
grow faster than search each year through 2015. We think this trend will remain 
very strong as online video continues to proliferate, social networks move beyond 
performance based ads, and smartphone penetration increases. 


We believe brand advertisers are attracted to the growing reach and improving 
content quality of online videos. According to comScore, as of May 2011, over 83% 
of the US web population had viewed a video online, with the number of videos 
viewed up 8% Y/Y. Additionally, we note that video ads reached 63% of the US web 
population and accounted for ~13% of all videos viewed in May. Aside from the 
increased consumer acceptance of viewing videos online, we think the amount of 
premium video content is growing, which is attracting the attention of advertisers. 


Figure 21: Online Video Viewership is Growing 
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In addition to online video, we think social media will be a key driver of incremental 
brand advertiser spend, given its large user base and strong targetability. Social 
networking has had a large impact on viewership trends (96% reach of the total US 
Internet audience in May), and we think advertisers are likely to follow usage trends. 
Given the growing importance of social media and its future potential, we believe it 
is critical for marketers to establish a strong presence on social networking sites. 
Facebook is extremely well-positioned to take greater share of online advertising 
based on its scale, loyal user base (roughly half of its ~700 million users visit daily), 
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and high degree of targetability. Importantly, we also look for Facebook to 


J.P Morgan 


increasingly work with agencies and marketers to create more compelling ad 
formats that attract greater brand dollars going forward. 


Lastly, we think brand advertising on mobile devices will continue to see strong 
growth driven by the increased adoption of smartphones, faster networks, and larger 
data plans. The ability to engage consumers through mobile has grown rapidly, as 
advertisers can now reach mobile users through browsers, apps, SMS, and other 


platforms. According to comScore, in April 2011 689 advertisers used mobile 


display advertising campaigns to reach American consumers, up 128% from two 


years ago. 


Table 8: J.P. Morgan U.S. Online Advertising Forecast, 2005 — 2015E 


2005A 2006A 2007A 2008A 2009A 2010A 
Display Advertising 
Banner Ads $2,734 $3,677 $4,517 $4,901 $5,076 $6,250 
Y/Y growth 49% 34% 23% 9% 4% 23% 
Rich Media $93 $1,013 $1,675 $1,618 $1,541 $1,562 
Y/Y growth -90% 989% 65% -3% -5% 1% 
Digital Video $50 $127 $324 $734 $997 $1,302 
Y/Y growth 154% 155% 127% 36% 31% 
Sponsorship $577 $557 $636 $387 $383 $781 
Y/Y growth -25% -3% 14% -39% -1% 104% 
Total Display Advertising $4,264 $5,374 $7,152 $7,640 $7,997 $9,896 
Y/Y growth 20% 26% 33% 7% 5% 24% 
% of total 34% 32% 34% 33% 35% 38% 
% of total growth 24% 26% 41% 22% -45% 56% 
Search $5,142 $6,799 $8,810 $10,528 $10,651 $11,979 
Y/Y growth 34% 32% 30% 20% 1% 12% 
% of total 41% 40% 42% 45% 47% 46% 
% of total growth 44% 38% 46% 77% -16% 39% 
Classifieds/ Auctions $2,132 $3,059 $3,271 $3,187 $2,262 $2,604 
Y/Y growth 23% 43% 7% -3% -29% 15% 
% of total 17% 18% 15% 14% 10% 10% 
% of total growth 14% 21% 5% 4% 118% 10% 
Lead Generation/ E-mail $1,004 $1,648 $1,972 $2,093 $1,752 $1,562 
Y/Y growth 248% 64% 20% 6% -16% -11% 
% of total 8% 10% 9% 9% 8% 6% 
% of total growth 25% 15% T% 5% 43% 6% 
Total Online Advertising $12,542 $16,879 $21,206 $23,448 $22,661 $26,041 
%Y/Y growth 30.3% 34.6% 25.6% 10.6% -3.4% 14.9% 
Total US Advertising $196,850 $205,105 $206,066 $194,540 $163,426 $170,788 
%Y/Y growth 4.1% 4.2% 0.5% -5.6% -16.0% 4.5% 
Online as % of Total 6.4% 8.2% 10.3% 12.1% 13.9% 15.2% 
Y/Y change 1.3% 1.9% 2.1% 1.8% 1.8% 1.4% 


Source: Source: J.P. Morgan estimates; Interactive Advertising Bureau (IAB); PricewaterhouseCoopers (PwC); Magna Global Research 
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Investing in the Digital Economy 


While broader macro data appears mixed, the growth in the digital economy remains 
very strong roughly 16 years into the commercial Internet. We believe this strength is 
driven by new technologies and innovation, online ubiquity through mobile phones 
and tablets, and the convergence of a number of key trends such as mobile, social, 
and local. Accordingly, the larger Internet companies need to continuously invest to 
capture current trends and future growth opportunities. Otherwise they are at risk of 
being marginalized by an increasing range of competitors. While all companies in 
our coverage universe are focused here, we believe Google and Amazon are 
investing most aggressively for long-term opportunities: Google in display 
(YouTube, AdExchange, branded), mobile (Android, AdMob, mobile search), local 
(Google Offers), and core search innovations; and Amazon in new categories (digital 
video), fulfillment centers, geographic expansion (China and Italy), and AWS. 
Importantly, we believe some management teams (i.e. Google) likely believe they 
pulled back too hard during the downturn and lost valuable time related to new 
products and innovation. We think this could shape management thinking during a 
future slowdown. 


Google 

We continue to believe Google’s heavy investment spending is appropriate as it 
looks to move the company beyond search. Core search growth (O&O and Network) 
remains solid at ~22%, but given Google’s market share and the way direct response- 
oriented dollars have moved to the company over the last several years, we would 
expect this growth rate to decelerate over the next 3-5 years. Accordingly, it is 
critical for Google to focus on other big business opportunities such as display, 
mobile, social, and local. 


Google reported 3Q10 annualized run-rate revenue of $2.5 billion in display and $1 
billion in mobile, and we expect these 2 businesses to generate $3.2 billion and $1.8 
billion in gross revenue for the full year 2011. We are bullish on overall industry 
display growth as branded dollars increasingly move online and we believe Google is 
appropriately focused on the opportunity through YouTube, the Google 
AdExchange, and AdSense for Content. However, YouTube is virtually the only 
source of O&O inventory for Google and the company is more of a facilitator of 
display through the ad exchange and ad network. Accordingly, we believe the 
company could look for additional content sites with inventory—such as Hulu, 
as reported in the July 7, 2011 Wall Street Journal article titled “Disney’s CEO Says 
Hulu Will Be Sold.” 


Google’s mobile investments are reaping dividends as Android market share was 
38% during the three month average period ending May 2011 (according to 
comScore), and the company is activating 500k+ devices daily. We believe mobile 
search could ultimately be larger than PC-based search and Google continues to 
innovate on the mobile platform through Google Instant, voice-activated search, and 
better integration of Google products. Additionally, AdMob gives Google a solid 
platform in mobile display and in-app advertising. 


Social and local initiatives are less developed at Google, but have become top 
priorities. New CEO Larry Page pegged a portion of all Googlers’ compensation to 
the company’s success in social and Google recently rolled out Google+. In local, we 
believe Google is focused on building out a large phone-based sales force and 
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launching Google Offers in various markets. Google’s efforts in local have been 
mixed over the last several years—Google Maps is an excellent product and it is 
integrated well with core search, but the company has not been willing to devote 
more resources to local salespeople until now. Local advertising online cannot be 
solved by computers and algorithms alone—it needs people to educate local 
businesses as evidenced by ReachLocal and the leaders in the local deals space. 


Google continues to believe it is being disciplined in spending despite margin 
declines. The definition of disciplined, however, likely differs between management 
and investors, and most other businesses Google enters will be lower margin than 
search. We are confident, however, that Google is only spending aggressively in 
areas which it believes can be multi-billion dollar opportunities. We project 364 bps 
of EBITDA margin compression and 497 bps of PF operating margin compression 
on a Y/Y basis in 2011. However, we do expect to see Q/Q stabilization in 2H11 and 
into 2012 as Google laps some of the early heavy spending. 


Table 9: Google Operating Margins 2009-2011E 


| 309A GIOQA_—S/O9A_—12/09A_| 2009A | 3/10A_  6/10A Q9M0A 12/10A | 2010A | 3/11A  6/11E OIE 12/41E | 2011E 
As a % of Revenue: 

Research & development 11.6% 12.9% 12.8% 11.3% 12.1% 12.4% 13.7% 13.7% 13.0% 13.2% 15.1% 16.4% 16.4% 15.5% 15.9% 
Sales & marketing 9.2% 10.1% 9.9% 10.7% 10.0% 10.9% 11.3% 10.7% 13.0% 11.5% 14.5% 15.0% 15.0% 15.1% 14.9% 
PF Operating margin 53.1% 53.2% 54.5% 55.7%! 54.2%! 54.9% 52.6% 53.4% 53.0%! 53.4% 49.4% 47.3% 47.6% 49.5%) 48.5%) 
EBITDA margin 63.0% 62.5% 63.2% 63.0%| 62.9%! 61.4% 59.3% 59.6% 59.0%| 59.8%| 55.5% 55.4% 55.8% 57.5%| 56.1%! 


Source: Company reports and J.P. Morgan estimates. 


Amazon 


Amazon is another company that we have seen invest aggressively after cutting back 
during the downturn. In 2010, the company made significant investments in its 
fulfillment center infrastructure, as it was forced to play catch-up after only 
increasing fulfillment and warehouse operations square footage by 2% in 2009, 
despite growing revenue 28%. Amazon built 13 new fulfillment centers last year on 
an existing base of 39, and the company has announced that it is adding at least 9 
new ones in 2011. 


As such, we expect Amazon to continue to invest heavily in increasing capacity to 
match growth, as well as in marketing and new technology initiatives. We note that 
the company entered Italy late in 2010, marking its eighth market and fourth in 
Europe. We also think Amazon will continue to spend aggressively in China given 
the early stage of eCommerce in that market and the clear benefits of building out a 
leading logistics platform. Additionally, we expect the company to continue to 
lower and remove free shipping thresholds (as it has in the UK and Japan) and 
over many years possibly go toward same day and next day delivery as 
standard. 


We think other areas of investment for Amazon will be in expanding its streaming 
video and music products. In February 2011, Amazon announced the launch of 
unlimited instant streaming of more than 5,000 movies and TV shows for Prime 
members at no additional cost. Additionally, in March 2011, the company introduced 
Amazon Cloud Drive, Amazon Cloud Player for Web, and Amazon Cloud Player for 
Android, all of which enable customers to store their music in the cloud and play it 
on any Android, Mac, or PC device. Lastly, we note that some industry publications 
have suggested that Amazon is developing a tablet device of its own that will likely 
compete with Apple’s iPad. 
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Overall, we expect Amazon’s PF operating margins to remain down Y/Y through 
2011. However, we think some margin pressure may ease towards the end of the 
year, as Amazon grows into its infrastructure investments and meets more of its 
excess capacity. 


Table 10: We Expect AMZN PF Operating Margins to Remain Down Y/Y Through 2011 


As a % of Revenue: 

Fulfillment 8.3% 8.4% 8.1% 7.7% 8.0% 7TA% 8.5% 8.7% 8.2% 8.2% 8.4% 8.9% 8.4% 8.0% 8.4% 
Marketing 2.5% 2.7% 2.6% 2.8% 2.7% 2.7% 3.1% 3.1% 2.8% 2.9% 3.2% 3.7% 3.1% 3.0% 3.2% 
Technology and content 4.9% 5.4% 4.9% 3.1% 4.3% 4.5% 5.3% 5.1% 3.5% 44% 5.3% 6.1% 5.5% 3.8% 4.9% 
PF Operating Margin 6.6% 6.5% 6.4% 6.3% 6.4%| 7.1% 6.2% 5.3% 4.8% 5.7% 4.7% 4.2% 4.6% 4.6%) 4.6% 


Source: Company reports and J.P. Morgan estimates. 
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Local Becoming a Key Battleground 


The Internet has long held significant potential for local advertising based on 
widespread access and high targetability. However, major publishers have—auntil 
recently—been unwilling to build out dedicated local salesforces and local 
advertisers have generally lacked the resources and savvy to market efficiently 
online. That has changed over the last couple of years, as we believe higher 
smartphone adoption is enhancing local online potential and better tools are available 
for advertisers. We point out that BIA Kelsey expects local mobile ad dollars to 
increase from 51% of mobile spend this year to 70% in 2015. 


Figure 22: US Local Advertising Spend by Medium in 2010E 
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Source: Veronis Suhler Stevenson, J.P. Morgan estimates 


Note: Pure-play internet exclude traditional offline media companies that have digital offerings 


The growth of local online advertising spend has lagged the growth in online media 
consumption. We estimate that while over a third of media consumption occurs 
online, SMBs (small-medium sized businesses) allocate just 11% of their ad budgets 
to the Internet, according to Borrell Associates. We think rapid changes in U.S. 
media consumption and the advertising landscape have created challenges for small 
businesses to effectively reach their customers. Additionally, given the fragmentation 
of the Internet, we think it is difficult for small businesses, which usually do not have 
a dedicated marketing officer, to optimally allocate their online spending. 


Local merchants derive value from customers who walk in the door or call the 
business. Thus, the results of their advertising should ideally be measured in the form 
of customers. We think most SMBs have neither the dedicated resources to analyze 
reams of data from a digital marketing campaign nor the online sophistication 
necessary to interpret the value of a click. 


Accordingly, we note that many larger online ad companies were not highly focused 
on the local ad market for the past several years. However, the shift in media 
consumption online and strong mobile trends have driven many local advertisers to 
online sources in order to acquire and maintain customers. 


We believe most local merchants prefer direct, face-to-face sales interaction for 
purchasing marketing solutions, for two key reasons: 1) ingrained habits from how 
local advertising has historically been sold, and 2) the greater complexity of online 
advertising, which means that a self-service solution is unlikely to be sufficient. For 
these reasons, we think ReachLocal is particularly well positioned in the local 
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online ad market, as it has spent several years training its sales force and 
building up more than 700 marketing consultants (IMCs). Additionally, we note 
that ReachLocal has established a strong presence amongst customer categories that 
are not widely focused on by other local online ad players, including doctors, 
lawyers, and plumbers. 


While ReachLocal has put feet-on-the-street in a market by market basis, many of the 
larger online ad publishers and daily deals sites have taken a tele-sales approach, 
especially in the U.S. We note that Google has hired nearly 3,000 employees in the 
last two quarters, boosting its headcount by ~13% since 3Q10. We believe many of 
these are telephone sales people focused on the local space via Google Offers. 


We believe the next couple of years will see continued increases in online local 
advertising spend. Given the challenge of media and internet fragmentation, we think 
many companies will continue to invest in capturing local ad dollars. Additionally, 
we believe mobile and the daily deals space will help drive increased online share of 
the local ad market. 


Figure 23: Local Online Ad Spend to Grow ~18% in 2011 
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Local Deals Space is Evolving 

We believe the emergence of mobile and social shopping as well as a more 
promotionally focused consumer has led to the widespread adoption of group buying 
and daily deals. Such Leading local and deals sites have capitalized on increased 
mobile access and social trends to serve as a critical customer acquisition channel for 
local and to a lesser extent, national businesses. 


We believe the key to group buying and daily deals sites is that they create an 
actual transaction for merchants, as opposed to just a click or lead which may 
not convert. Furthermore, as discussed above, we believe a main reason why local 
advertising has been slow to develop online is a lack of transparency. Much of online 
marketing is aimed at tracking “clicks,” which is not necessarily an intuitive measure 
for small businesses to understand their advertising ROI. As such, we think the 
success-based nature of these local deals sites is compelling for local merchants, 
particularly as the platforms continue to evolve from daily to instant deals. 


According to a survey conducted by Foresee Results, 62% of participants that have 
purchased daily deals were new, infrequent, or former customers, with about half of 
those being completely new customers. 
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Figure 24: Breakdown of Customers Purchasing Daily Deals 
Percentage of those who redeemed offers 
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Convergence of Online and Offline 
Shopping 


We believe the Internet sector is going through a significant shift wherein the lines 
between online and offline commerce are blurring. The smartphone is at the heart of 
this shift as it allows persistent access to information, matched to a user's location. 
This phenomenon is increasingly enabling online advertising and eCommerce 
players to compete for online/mobile advertising dollars that lead users to offline 
purchases. While eCommerce represents ~9% of US retail, web-influenced 
offline purchases represent 37% of all US retail, a 6x greater opportunity. We 
believe Google, eBay, Facebook, and leading local deals players are all vying for a 
piece of advertising related to web-influenced offline sales. 


Figure 25: US Web-influenced Offline Retail Sales are More Than 5x eCommerce Sales 
$ in billions 
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Source: Forrester Research 


Offline retail going after online shoppers 

One of the primary benefits of online vs. offline shopping has been the ease of 
finding and researching products as well as the ability to perform price comparisons. 
As a result, online retail has taken significant share from offline retail. However, 
offline retailers, particularly smaller local merchants who are becoming web savvy, 
have an increasing number of online channels to list their inventory. Companies such 
as Google, eBay, and local deals companies are driving this change by offering tools 
that update offline inventory in real time, thus giving offline merchants an 
opportunity to compete with online merchants for purchases that are researched 
online. 


From a consumer’s perspective, this seamless integration of offline/local inventory 
and services offers a better shopping experience. In some instances, a user may be 
able to pick up a product from a local store down the street, enabling them to save on 


shipping. 


eBay recently purchased Milo which lists over 3MM products from 50K stores 
including Target, Macy’s, Best Buy, and Crate & Barrel. The company also added 
RedLaser’s leading smartphone barcode scanning technology to allow consumers to 
comparison shop on the go. Last year Google launched Blue Dot which allows users 
to search for in-stock items at near-by retailers, similar to eBay's integration with 
Milo. 
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Mobile offers an opportunity to identify shoppers 

Offline merchants have adopted loyalty cards and coupons in the past as a means to 
personalize the shopping experience. However, these user interactions only occur 
once the user is in the check out process rather than when a customer walks in the 
store. Products such as Foursquare, Facebook Places, and Google Places are allowing 
consumers to "check-in" or announce that they’re in the store, allowing offline 
retailers to customize the experience through mobile offers or coupons. We believe 
this idea is at the heart of Google’s ambitious launch of Google Wallet, which 
ties merchant offers to payments through a mobile device. 
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Healthy M&A Activity Likely to Continue 


Despite revenue concentration in the online advertising space, the Internet remains an 
extremely competitive space where smaller start-ups and private companies have the 
access to funding to create innovative and disruptive new business models. Given 
such a dynamic and fast-moving landscape, larger Internet players may increasingly 
choose to buy versus build new products or technologies in order to quickly gain 
exposure to new growth opportunities. In addition, given the highly competitive 
environment for top engineering talent in Silicon Valley, we expect talent acquisition 
to become an increasing driver of M&A going forward. 


Record cash on tech balance sheets 


Tech giants Apple, Google, and Microsoft currently have roughly $100B in cash and 
marketable securities on their balance sheets combined. Given Google’s history and 

philosophy towards dividends/buybacks, we expect them to continue to deploy their 

cash towards M&A to take advantage of the growing digital economy. 


Figure 26: Record Cash & S-T Securities on Internet & Tech Balance Sheets 
$ million, year-end 31 December 
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Note: Includes cash and s/t investments for GOOG, AAPL, MSFT, YHOO, EBAY, AMZN, PCLN, EXPE, NFLX 


Mobile, display, social, and eCommerce technology likely the primary 
beneficiaries 

We expect mobile and display-related companies to be at the center of the current 
wave of M&A given their higher industry growth prospects. In addition, we believe 
companies that can effectively build applications on top of social platforms could be 
beneficiaries of the M&A wave. We expect acquisitions in eCommerce technology 
are also likely to continue as offline and online companies aggressively compete for 
a piece of online-influenced offline transactions which represent ~40% of total US 
retail. 
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Table 11: Recent Internet Acquisitions 


Ticker Deal Announce Target Name Acquirer Name Seller Name Announced Total Deal 
Type Date Value (mil.) Status 


MDMD 06/16/11 DGFastChannelinc [ si 401.95 
GOOG 06/13/11 Google Inc 
Facebook 06/09/11 Facebook Inc 
GOOG 06/07/11 Goog 
EBAY 06/06/11 
GOOG 05/24/11 Goog 
YHOO 05/18/11 Yahoo! In 
EXPE 05/16/11 Expedia Inc 
GOOG 05/09/11 Goog 
GOOG 05/05/11 Google Inc 
IACI o5/05/11 | Buzzlabs—|__AC/InterActiveCorp_ | N/A 
EBAY o5/o2/11_ | ss MissionFish | eBayinc = [| | NA Complete_| 
EBAY ogi2giit_ | FigCardCorp | eBayinc =| | NA Complete_| 
Facebook oaa7iit | Daytum | Facebookinc =| CNA Complete | 
YHOO 04/27/11 
GOOG 04/26/11 Google Inc Po NA Complete _| 
YHOO 04/25/11 Yahoo! Po NA Complete _| 
EBAY 04/20/11 a Complete 


EBAY ACQ 04/12/11 Gitti Gidiyor Bilgi Teknolojileri NIA Pending 
San ve Tic AS 


GOOG 04/11/11 Brandenburg Solar Park Google Inc Capital Stage AG Complete 
c 


GOOG DIV 04/11/11 Montevetro Google In Real Estate 144.23 Complete 
Opportunities PLC 


GOOG 04/08/11 Google Inc Po 28-12 Complete_] 
EXPE 04/05/14 Expedia Inc Po NA Complete_| 
EBAY 03/28/11 
EBAY 032611 | GSICommerceInc_ | eBayInc =| 1908.57 Complete _| 
EBAY og2sii1_ | PeaceSoft | eBayinc =| | NA Pending 
Facebook ogaii1_ | Smaptultd | FacebookInc | 70.00 Pending | 
GOOG 03/15/11 | Green ParrotPictures_ | _—GoogleInc_ | | CNA Complete _| 
GOOG og/os/11__| _NextNewNetworksinc_ | __——GoogleInc | | NA Complete 
GOOG o3i07/11_ | BeatThatQuotecomLtd | _——GoogleInc_— | 8.05 | Complete _| 
Facebook ogotit | _—Belugainc__— | FacebookInc | | NA Complete 
GOOG osi0ii1 | ZynamicsGmbH_ | Google inc =| | NA Complete _| 
AOL o22ei1_ | Outside.ninc_ | AOL Inc SJ NA Complete _| 
RLOC o2isi11_ | _DealOnMediaLLC___—|_—ReachLocalinc |_| 10.00 | Complete 
acl | ACQ | 020/11 | _VoxPop Network Corp _—|_—“tACiInterActiveCorp_ | | NA Complete _| 
LAL | ACQ | 02/07/11_| __TheHuffingtonPost.cominc__| ss AOLInc, = | 800.00 | Complete_| 
[EXPE | ACQ | 0203/11 [| EveryTrail_— | Expediainc = | | CNA Complete 


AOL DIV 02/02/11 Surphace Technology and Outbrain Inc AOL Inc N/A Complete 
Other Assets 


IACI 02/02/11 OkCupid \AC/InterActiveCop [| —ssts—s—s—iOY 50.00 Complete 
01/31/11 goviral Ltd AOL Inc | t—‘CSCSY 96.70 Complete 
LNKD 01/27/11 CardMunch Inc LinkedIn Corp PNA Complete 
GOOG 01/26/11 Fflick Google Inc Po NA Complete 
GOOG 01/25/11 Google Inc Po NA Complete 
01/25/11 Relétion LLC Facebook Inc Pot NA Complete 


IACI DIV 01/20/11 Torque Software Division Graham Software IAC/InterActiveCorp N/A Complete 
Development LLC 


AMZN 01/20/11 LOVEFILM International Ltd Video Island Complete 
IACI 01/18/11 Engine Entertainment Ltd \AC/InterActiveCorp | ==————i—‘iézrTSsi CNA sis Complete 
eBay Inc 


EBAY DIV 01/14/11 KTC Media Contents Enex M&c Co Ltd 0.65 Complete 
Investment Fund #1 


| GOOG | ACQ_| 01/12/11__| eBook Technologies Inc__ | _——GoogleInc_ | | CNA Complete_| 
LAOL_ | ACQ | 12/2010 | _—aboutmeinc | AOL Ing S| NA Complete 
EBAY {| ACQ | 12/20/10 | __brandsdfriendsde | eBayinc =| 200.00 | Complete_| 
[AOL | ACQ | 12/1610 [| Pictela inc =| ACLIng S| NA Complete 
EBAY {| ACQ | 12/15/10 | Critical Path inc | = eBaync =| NA Complete_| 
| Gooe [| aca | taiaio | Zetawire | GoogleInc | | NA Complete_| 
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006 7203/10 Phonetic Arts Google Inc Td NAY Complete 


GOOG 
EBAY 
IACI 


EXPE 
Facebook 
AOL 


AMZN 
QNST 
EBAY 
AOL 


Facebook 
EBAY 
IACI 


10/28/10 Folkers Beteiligungs GmbH 


12/03/10 Widevine Technologies Inc Google Inc PNA Complete 
‘20210 | —Milo.cominc_— |S eBayInc =| | CNA Complete 


12/02/10 Certain Assets Liberty Media Corp - IAC/InterActiveCorp 967.78 Complete 
Capital 


11/18/10 Expedia Inc Po NA Complete 
14/16/10 Facebook Inc PCT NA Complete 


11/16/10 Pacific Corporate Park AOL Inc CB Richard Ellis Group 144.50 Complete 
Inc 


11/08/10 | Quidsiinc_ | Amazon.coming | 545.00 Complete 
11/08/10 QuinStreetinc [| 49.70 Complete 
11/04/10 BILLSAFE | eBaying | NA Complete 


10/30/10 Land & Building CB Richard Ellis Realty AOL Inc 
Trust 


10/29/10 Substantially all assets Facebook Inc 
foe | 


144.50 Pending 


Complete 


10/25/10 Hi-Rez Studios |AC/InterActiveCorp Complete 


[AMZN {| ACQ_ | 10/07/10 | _—BuyViP.com | Amazon.coming | | CNA Complete_| 
| YHOO | ACQ | 10/05/10 | —Dapperinc | YahoolInc =| NA Complete 
| GOoG | ACQ | 10/01/10 | __—BlindTypenc_— | GoogleInc | NA Complete_| 
LAO | ACQ | 09/2/10 | TechCrunchinc_ | AOL Ing S| NA Complete_| 
LAOL | ACQ | 09/2810 | ThingLabsinc | AOLIng S| NA Complete 
LAL | ACQ | o9e/t0_ | SminMedia | AOLIng S| NA Complete_| 
[LNKD | ACQ | 09/23/10 | ChoiceVendor_— | LinkedinCorp | | NA Complete 
[AMZN {| ACQ | 09/0/10 | Amie Street__—— | Amazon.coming | | CNA Complete_| 
ee 


GOOG 08/30/10 SocialDeck Inc 


Complete 


6006 oga7iia | Angsiro | ~GoogleInc = | CT CNA Complete 


Facebook Inc 
Goog! 
Facebo 
Goog! 
Goog! 
QuinStreet Inc 
Google Inc 
LinkedIn Corp 
Goog! 
Facebook Inc 


Google Inc 


om rom ns) 

5|2|5 

O13 10 
ro) 


a>) 
) 
co) 


Complete 
Complete 
Complete 
Complete 
Complete 
Complete 
Complete 
Complete 
Complete 
Complete 


700.00 Complete 


| 
[AMZN {| ACQ | 06/30/10 | Woot | Amazoncoming | | CNA Complete_| 
| Facebook | ACQ | 06/28/10 | Facebook Inc |__ElevationPartnersLP_ | | 120.00 | Complete_| 


GOOG 05/18/10 | Global IP Solutions Holding AB 
PCLN 05/18/10 Traveljigsaw Ltd 


GOOG 04/02/10 
04/02/10 Diwyshot Inc 


Source: Bloomberg. 
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Netflix Inc 


Initiating with an Overweight Rating and $340 YE12 Price 
Target 


We believe Netflix’s ongoing subscriber migration from DVDs to streaming offers 
significant financial leverage that Netflix can use to acquire more content and expand 
overseas. We believe there is still considerable room for Netflix in the U.S. market 
with current penetration at ~30% of broadband subscribers and revenue at just 13% 
of the home video market. Successful international expansion is not a lay-up given 
Netflix’s lack of presence overseas and it will take time given potentially lower 
broadband penetration rates (i.e., Latin America and Caribbean), but Netflix has a 
strong track record of execution and there does not appear to be significant 
international competition. Additionally, we are optimistic on how deep Facebook 
integration and personal accounts can further improve engagement and 
increase Netflix’s addressable market. 


Investment Thesis 


Large Subscriber Base Provides a Significant Advantage 


Netflix’s large subscriber base of more than 24 million in the US and Canada 
provides a significant advantage as it enables the company to continue to purchase 
significant amounts of digital content while leveraging it over a fast growing user 
base, thereby lowering Netflix’s cost per stream. The company's scale-based 
advantage is one that is not easily replicable by other online/offline competitors 
without significant upfront investment to acquire both subscribers and digital 
content. 


Netflix Remains One of the Few Monetization Channels for Catalog Content 


Much of the content consumed on Netflix is older catalog content that was released 
in theatres or television over 1-2 years ago. Netflix’s ability to generate demand for 
catalog content through its rating system and recommendation engine makes it a key 
revenue stream for studios looking to monetize older content. We believe this gives 
Netflix an additional point of leverage during negotiations with studios. 


Netflix Inc (NFLX;NFLX US) 


Company Data FYE Dec 2009A 2010A 2011E 2012E 
Price ($) 290.74 ~~ EPS Reported ($) 
Date Of Price 11 Jul 11 Q1 (Mar) 0.37 0.59 1.11A - 
52-week Range ($) 297.35 - Q2 (Jun) 0.54 0.80 1.17 - 
95.33 Q3 (Sep) 0.52 0.70 1.17 - 
Mkt Cap ($ mn) 15,771.48 Q4 (Dec) 0.56 0.87 1.19 - 
Fiscal Year End Dec FY 1.98 2.96 4.65 6.95 
Shares O/S (mn) 54 Bloomberg EPS FY ($) 2.00 3.09 4.98 6.94 
Price Target ($) 340.00 Source: Company data and J.P. Morgan estimates. Note: JPM estimates are GAAP, while Bloomberg are 
Price Target End Date 31Dec12 Pro Forma. 
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Taking Plenty of Share in the U.S. but Still a Long Way to go 

Netflix accounted for roughly 11.6% of U.S. home video rental spending in 2010, up 
from 8% in 2009, according to SNL Kagan. We expect share gains to continue at the 
expense of physical rental stores and from Pay TV over time. Netflix is also 
benefiting from a secular shift in consumer behavior away from video content 
ownership toward renting and streaming. According to data from SNL Kagan, home 
video sell-through spending in the U.S. has declined at a 7% CAGR from 2005 
($16.4B) through 2010 ($11.9B). During this period, Netflix’s share of US home 
video spending (rental + sell-through) has increased from 3% to 12%. Netflix’s 
household addressable market in the U.S. may well be the ~80 million homes 
that are connected with broadband or the 82 million cable video subs, but the 
potential for individual subscriptions (meaning more than 1 per household) 
could expand the domestic opportunity. 


Figure 27: U.S. Rental vs. Sell Through Spending 
$ In millions for Spending and % for Market Share 


30,000 - - 14.0% 
25,000 - + 12.0% 
Le 0, 
20,000 - ye 
- 8.0% 

15,000 - 
- 6.0% 

10,000 - 
- 4.0% 
5,000 - ~ 2.0% 
0.0% 


2005 2006 2007 2008 2009 2010 


Ml Total Rental Spending 


otal Sell Through Spending = —#—Netflix Market Share 
Source: Bloomberg, boxoffice.com, SNL Kagan. 


Shift to Streaming Offers $900MM of Annual Reinvestment/Expansion Ability 
Over Time 

More than half of Netflix’s usage comes from streaming, and as subscriber hours 
increasingly shift from DVDs to streaming we expect the company’s fulfillment 
(9.3% of 2010 revenue) and postage costs (~25% of revenue) to decline significantly 
as a % of revenue. We believe this trend gives Netflix a tremendous amount of 
financial flexibility to reinvest in new streaming content and target overseas markets 
for expansion. Though we don’t expect DVDs to go away anytime soon, overall disc 
shipments are likely to decline in 2011. We note that DVD content acquisition and 
Fulfillment/Postage represent ~ $1.1B in annual purchasing power that Netflix can 
reinvest in streaming content or international expansion. 


International Expands Netflix’s Market Opportunity 

Since launching its streaming service in Canada in 3Q10, Netflix has already 
amassed close to ~1 million subscribers, representing roughly 8% of broadband 
penetration in the country. In addition, the company recently announced it would 
launch its streaming video service in 43 countries across Latin America and the 
Caribbean later this year. The service will be available in English, Spanish, and 
Portuguese, though no pricing information has been disclosed. According to 


39 


Doug Anmuth 
(1-212) 622-6571 
douglas.anmuth@jpmorgan.com 


40 


North America Equity Research J.P Morgan 


13 July 2011 


International Telecommunications Union data, Latin America had roughly 40MM 
broadband subscribers in 2010 with Brazil (14MM), Mexico (11MM), and Argentina 
(4MM) accounting for the majority of subscribers in the region. We believe Netflix is 
likely focusing its initial expansion efforts on countries without an entrenched 
streaming competitor as it attempts to quickly establish itself as a leader in these 
markets. However, Netflix may not follow the same adoption curve in Latin America 
as it did in Canada (~8% of broadband subs in 6 months) given lower penetration of 
Internet-enabled home video devices (Blu-ray players, video game consoles etc.) as 
well as lower propensity to spend on home video. On the flip side, fewer home video 
options beyond brick and mortar rentals may provide a tailwind to Netflix's 
streaming service. 


Wide Distribution Footprint 

Netflix's streaming product is now available on over 400 different consumer 
electronics devices giving users virtually ubiquitous access to streaming video 
content at home and across a wide range of mobile devices. The three primary video 
game consoles and Internet-connected Blu-ray players alone give Netflix access to 
roughly 60-70 million U.S. households. In addition to Netflix's vast content offering, 
we believe its multi-device distribution strategy increases its value proposition when 
compared to other services such as HBO Go which requires a cable subscription and 
works on a limited number of devices. 


Risks to Rating and Price Target 


Netflix’s Success is Attracting Competitors in Streaming Video 

We believe Netflix's tremendous subscriber growth over the last few years has 
enticed several companies in the media, technology, and cable industries to create 
competitive offerings, though no other pure DVD/streaming subscription model 
exists today. Amazon launched its streaming product, Instant Videos, bundled with 
its Prime shipping loyalty program earlier this year and the company recently added 
1,000 additional movies and TV shows, bringing the total number of titles in its 
library to 6,000. In addition, Amazon’s service is now available on over 300 devices. 
At this point we view Amazon's offering as more of a driver of Prime and do not 
think the product can compete with Netflix's streaming service on a standalone basis. 
If Amazon were to invest aggressively in a standalone subscription video 
streaming product—unbundled from Prime—we believe it could make some 
headway given Amazon’s large existing customer base and potential for 
subscriber acquisition. 


Comcast’s Xfinity and HBO Go offer two additional challenges to Netflix’s 
streaming video supremacy. Comcast’s Xfinity app allows users to watch shows on 
an iPad or iPhone over a Wi-Fi connection, though early reviews appear mixed. HBO 
has also released a similar app called HBO Go for existing HBO subscribers via 
cable, giving them access to HBO’s library of original programming. The app has 
been downloaded over 3 million times since its launch two months ago and is likely 
the most credible threat to Netflix today. However, we believe the monthly cost still 
bundled with HBO via cable is too high, and content is limited to HBO’s library. If 
HBO decides to offer a lower-priced subscription service to non-cable subscribers, it 
could pose a greater competitive threat to Netflix given HBO’s brand, original 
programming, and film output deals with Warner Bros, Fox, and Universal Studios. 
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Higher User Bandwidth Costs Could Lower Netflix’s Overall Value Proposition 
According to a recent report from Sandvine, Netflix accounts for nearly 30% of peak 
downstream traffic in North America, a 44% increase over the previous six months, 
and a trend that broadband network operators such as Comcast are keeping a close 
eye on. In addition, Netflix’s disruptive business model is raising the potential of 
cord cutting/shaving, i.e., consumers downgrading or eliminating their Pay TV 
subscriptions in favor of online content delivery. According to a J.P. Morgan survey 
of 1,002 US Internet users in December 2010, nearly 39% of regular Netflix 
streaming subscribers said they would consider dropping cable, while another 8% 
said they didn’t have cable. This compares to 28% of overall respondents that said 
they would consider cutting the cord. 


Given Netflix's high bandwidth usage and potential to disrupt the established cable 
video distribution model, there is some speculation that Internet Service Providers 
such as Comcast or Time Warner Cable could add more restrictive data usage caps in 
order to participate in Netflix's streaming video growth. Comcast currently offers its 
residential high-speed customers a 250 GB monthly limit, which is unlikely to be a 
concern for Netflix users given that an hour of streaming in standard definition uses 
roughly 1GB (1.5GB for HD) of downstream data, so a customer would have to 
stream over 8 hours/day to hit Comcast's data usage caps. AT&T has similar caps 
limiting DSL users to 150GB of bandwidth and U-Verse customers to 250GB/month. 
However, mobile Internet usage has already seen the implementation of usage based 
data pricing on AT& T—$15/month for 200MB (plus $15 for each additional 
200MB) or $25/month for 2GB of data (plus $10 for each additional GB). Moreover, 
Verizon Wireless (covered by J.P. Morgan Telecom Services & Towers analyst, 
Philip Cusick with a Neutral rating) is expected to launch usage-based pricing 
shortly. 


We believe data caps or usage based pricing pose a greater threat to Netflix in 
overseas markets where usage-based pricing has been more prevalent. The most 
visible example of this is Canada where usage caps or metered pricing have caused 
Netflix to lower the bit rate of its movies, thereby lowering picture quality. However, 
given Netflix’s overall high value proposition for consumers relative to other means 
of video content consumption, we believe the lower picture quality to have a minimal 
impact on subscriber churn. 


Company Description 


With over 100,000 titles and over 23 million paying subscribers, NFLX is the leading 
online DVD subscription and streaming service. NFLX obtains content from various 
studios and other content providers through fixed-fee licenses, revenue sharing 
agreements and direct purchases and generates revenues from monthly subscription 
fees from the users. NFLX has been able to improve the customer experience, by 
rapidly expanding its streaming content and extending their streaming service to even 
more Internet-connected devices. The company was established in 1997 and is 
headquartered in Los Gatos, California. 


41 


Doug Anmuth 
(1-212) 622-6571 
douglas.anmuth@jpmorgan.com 


42 


North America Equity Research J.P Morgan 


13 July 2011 


Netflix Focus Topics 


Netflix’s Addressable Market is Large and Keeps Growing 

Over the last several years we believe Netflix’s total addressable market has 
expanded as the company’s business model has shifted and its success has increased. 
Initially, the addressable market appeared to be roughly the number of households 
that subscribed to HBO, or ~30 million. Then that expanded to the total number of 
Pay TV subscriber homes in the U.S., which is likely in the 55 million-60 million 
range. Then, given Netflix’s success in streaming, the addressable market increased 
to U.S. broadband households, which number around 82 million. The domestic TAM 
may still expand as Netflix considers personalized/individual subscriptions (i.e. 
multiple subscriptions per household) and Netflix integrates with Facebook. 
Additionally, international expansion further opens up addressable market potential 
as Netflix likely targets specific countries in Latin America and Europe. The Figures 
below shows how Netflix’s addressable market has expanded over time and what it 
could potentially be with international expansion. In the US, Netflix has grown from 
brick and mortar rental stores to Pay TV subscribers to broadband users within a 
short period of time. With roughly 23 million subscribers/households in the US, 
Netflix has penetrated less than a third of broadband households (~82M). In terms of 
revenue, Netflix represents just 11.6% of US home video spending and we expect its 
strong product offering is increasingly penetrating the ~$60B Pay TV market. 


Figure 28: Netflix's US market opportunity is large and continues to grow 


82mm 
Broadband 


60mm 
PayTV 
Subscribers 


30mm 
HBO 
Subscribers 


Source: J.P. Morgan estimates, Bloomberg, ITU. 


On a global basis, we see Netflix’s total addressable market to be 200 million 
broadband households in 13 countries (excluding China) with reasonably high levels 
of broadband subscribers. Moreover, while Netflix has been viewed as a potential 
risk to cable MSOs in the U.S./Canada, we believe MSOs outside North America 
may view Netflix as an incremental opportunity to grow ARPU and perhaps 
even integrate Netflix streaming into their cable boxes. 
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Figure 29: Western Europe and Latin America Offer Opportunities for International Expansion 
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From a US content producer’s perspective, Netflix offers an attractive opportunity 
for international distribution and incremental monetization of older catalog content. 
International TV content represents just 9% of worldwide US-produced TV/Film 
content revenue, suggesting significant room for growth overseas. We believe this 
provides studios with a significant incentive to foster Netflix’s international 
expansion plans and we expect Netflix to attain rights to a significant amount of 
International content over time. 


Figure 30: US-produced TV content appears under-monetized overseas 
Worldwide US-Produced Content Sales Mix 


TV Content Intl, 9% US Film Content ; 
23% 


US TV Content , 
42% 


Film Content Intl., 
26% 


Source: Bloomberg, SNL Kagan. 


We Expect Netflix to Renew its Deal with Starz for At Least ~$300M 

Netflix’s current deal to stream Starz content expires in 1Q12 and we expect Netflix 
to renew its contract for ~$300MM annually. Though this amount is significantly 
higher than the ~$35MM/yr deal signed in 2008, we believe it is reasonable given 
Netflix's large subscriber base and heavy streaming activity. At $300MM/yr, the 
Starz deal would cost Netflix $0.89/subscriber per month (assuming 2012 beginning 
US subs of 283MM) relative to monthly streaming-only ARPU of ~$7.99. However, 
the cost of a Starz deal would fall to $0.60/month per sub by 2015 assuming 42 
million US subscribers at the beginning of 2015. These economics appear similar to 
the beginning of the original Starz/Netflix deal signed in late 2008, when Netflix had 
~9 million US subs with an estimated 28% of them streaming, equating to a cost to 
Netflix of ~$1.16/month per subscriber. 
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Figure 31: Starz Deal Renewal Costs Should Scale Nicely Over Time 
Subscribers in million and cost/subscriber in $ 
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Source: J.P. Morgan estimates. 


We believe both Netflix and Starz are incentivized to renew their partnership. From 
Netflix's perspective, Starz offers a solid content portfolio of films primarily from 
Disney and Sony Pictures studios, representing 26% of 2010 box office receipts. In 
addition, Starz is increasingly focused on generating original programming which 
further differentiates its content. From Starz’s viewpoint, Netflix offers a large, 
steady stream of high-margin revenue ($300MM) that it can use to reinvest in new 
content. Moreover, Starz's lack of a viable streaming product/application of its own 
makes Netflix a preferred partner to compete with HBO. The biggest risk to Starz, 
of course, is that they may be strengthening Netflix’s seat at the negotiating 
table for future content deals. 


Starz recently removed Sony content from Netflix due to a contract dispute between 
Starz and Sony. The dispute arose from a cap on the number of users that can stream 
Sony movies online. According to the LA Times article “Starz deal behind the pulling 
of Sony movies from Netflix” on June 24, 2011, Sony requested higher payments 
from Starz in order to return its movies to Netflix, a cost which Starz may pass on to 
Netflix. The article also noted a similar cap Starz has in place with Disney, which 
requires Starz to pay Disney a fee of $0.20/subscriber per month once Netflix's 
streaming subscribers (of Disney content) exceed 20MM. 


Figure 32: Box Office Breakdown by Studio for 2010 


Universal (NBC 


Universal), 8.3% Warner Bros. (Time 
Warner), 18.2% 


Sony/ Columbia 
(Sony), 12.1% 


Paramount 


Buena Vista (Walt (Viacom), 16.2% 


Disney), 13.8% 


20th Century Fox 
(News Corp), 14.0% 


Source: boxofficemojo.com. 


Doug Anmuth North America Equity Research 
(1-212) 622-6571 13 July 2011 J.P. Morgan 


douglas.anmuth@jpmorgan.com 


Facebook Integration Could be a Powerful Subscriber Acquisition Tool 

Over the last six months Netflix has been working to integrate Facebook’s social 
graph and related information into Netflix.com in order to make the site more social. 
Early tests of the integration suggest Netflix users can connect to their Facebook 
accounts to view content their friends are watching/rating as well as share their own 
viewing habits with others on Facebook. We believe this could prove to be a 
powerful new subscriber acquisition tool for Netflix since non-Netflix members on 
Facebook.com could potentially view and click on movies being watched by Netflix 
members, thereby driving new subscribers to Netflix. We think the viral nature of 
Netflix’s integration with Facebook cannot be underestimated and the integration 
will be particularly valuable to grow subscribers in additional international markets. 
Finally, we believe Netflix will be able to further improve its recommendation 
engine for users by employing social data. 


We expect the Facebook/Netflix relationship to grow over time given that Netflix 
CEO Reed Hastings recently joined Facebook’s Board of Directors. Mr. Hastings has 
also served on Microsoft’s board since 2007 and the two companies (Microsoft and 
Netflix) have worked closely on integrating Netflix into Xbox Live. We also believe 
it is possible that Netflix streaming could play within a Facebook app, enabling 
chat, party watching, and other forms of communication among Facebook 
friends while viewing content. 


Financial Outlook 


We Expect Strong Revenue and Subscriber Growth 

We are modeling total net revenues to grow 52% in 2011, an acceleration from 29% 
growth in 2010, driven by a 52% increase in Netflix's subscriber base. We expect 
continued retail store closures as well as international expansion to aid healthy 
subscriber growth. In 2012, we are projecting the company's subscriber base to 
exceed 42MM. We are modeling 34% net revenue growth in 2012. 


We Are Modeling Operating Margins to Remain Flat in 2011 

We are modeling an operating margin of 13.1% in 2011, in line with 13.1% in 2010. 
While we expect Netflix to increase its content costs, we think rising costs will be 
offset by lower utilization of DVD by mail (lower postage costs), which carries a 
much higher cost of delivery than the streaming product. In 2012, we are projecting 
operating margins to expand to 14.4%. 


In terms of earnings, we expect GAAP EPS of $4.65 in 2011, up from $2.96 in 2010. 
We are modeling EPS to grow to $6.95 in 2012. 


Table 12: JPM Estimates vs. Consensus 
$ in millions, except per share data 


Netflix Inc 2Q11 2011 2012 2013 
Consensus JPMEstimate Consensus JPM Estimate Consensus JPM Estimate Consensus JPM Estimate 


Revenue 790 796 3,253 3,284 4,386 4,390 5,428 5,400 
EBITDA 124 132 495 524 684 729 963 889 
EPS $1.12 $1.17 $4.54 $4.65 $6.57 $6.95 $9.21 $8.69 


Source: J.P. Morgan estimates, Bloomberg 


Note: GAAP EPS estimates are used for both Consensus and JPM Estimates 
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Valuation 


We are initiating with a year-end 2012 price target of $340/share for NFLX. Our 
price target is based on 36.5x our 2013 Pro Forma EPS of $9.33. We believe this 
multiple is reasonable given the company’s high growth profile—a 42% 2010-13 PF 
EPS CAGR. Moreover, our multiple is in line with NFLX’s historical P/E to forward 
year EPS growth ratio (PEG) of 1x. We believe Netflix deserves a premium multiple 
given its brand and defensible nature of its subscriber base. Moreover, we have seen 
very little meaningful competition to NFLX in the U.S. while international remains a 
large untapped opportunity. NFLX currently trades at 38.5x our 2012 EPS. Our DCF 
results in a value per share of ~$398 and assumes a 12.5% WACC and 3% long term 
growth rate. 
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Amazon.com 


Initiating with an Overweight Rating and $251 YE12 Price 
Target 


We believe Amazon has built a highly defensible business that is well-positioned to 
take share of both online and offline commerce. We believe the company's 
investments in capacity to support its eCommerce and web infrastructure (AWS) 
businesses further distances it from the competition and should deliver outsized 
revenue growth in 2H11 and 2012 with modest corresponding margin expansion. 
Furthermore, we believe Amazon’s success with the Kindle and its potential to 
launch a tablet device will help drive strong digital media growth going 
forward. 


Investment Thesis 


Amazon’s Market Opportunity Justifies Near-Term Expense Increases 
Amazon’s operating expenses have increased dramatically since 3Q10 and grew 59% 
Y/Y in 1Q11, outpacing ~38% Y/Y revenue growth. However, weighed against 
Amazon’s retail and IaaS (Infrastructure as a Service) opportunities, these 
investments seem reasonable. With eCommerce representing ~9% of total U.S. 
retail, and Amazon’s share of eCommerce at ~13%, we estimate Amazon’s 
share of U.S. retail is just over 1% and it’s likely lower in most other international 
markets. In addition, a significant portion of Amazon’s infrastructure spending is 
related to its AWS web services business where Amazon is a market leader. The 
global Infrastructure as a Service (IaaS) opportunity was roughly $5B in 2010 and is 
expected to reach $15B in 2014. Importantly, we believe investors are willing to look 
beyond these investments because the resulting revenue comes in the near-term and 
the market opportunities are substantial. And although Amazon’s PF operating 
margins have only reached as high as 7.1% in 1Q10, revenue growth has been 
consistently strong and the company has rebounded well from previous periods of 
investment. 


Amazon.com Inc (AMZN;AMZN US) 


Company Data FYE Dec 2009A 2010A 2011E 2012E 
Price ($) 212.55 EPS Reported ($) 
Date Of Price 11 Jul 11 Q1 (Mar) 0.41 0.66 0.44A - 
52-week Range ($) 218.32 - Q2 (Jun) 0.32 0.45 0.34 - 
105.80 Q3 (Sep) 0.45 0.51 0.50 - 
Mkt Cap ($ mn) 97,560.45 Q4 (Dec) 0.85 0.91 1.10 - 
Fiscal Year End Dec FY 2.04 2.53 2.38 3.88 
Shares O/S (mn) 459 Bloomberg EPS FY ($) 2.69 3.40 3.39 4.85 
Price Target ($) 251.00 Source: Company data, Bloomberg, and J.P. Morgan estimates. Note: JPM estimates are GAAP, while 
Price Target End Date 31 Dec 12 Bloomberg estimates are Pro Forma. 
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We Expect PF Operating Income Growth in 2H11 

Though much of the focus on Amazon’s step function increase in spending has 
centered around additional fulfillment capacity, we believe Amazon is also 
aggressively investing in marketing and new technology initiatives, likely including a 
new tablet device. Tech & Content as a percent of revenue increased ~80 bps Y/Y in 
1Q11 to 5.3% while Marketing increased 50 bps to 3.2% of revenue. We believe 
Amazon will begin to comp its spending cycle (which began in 2Q/3Q 2010) in 
2H11 and we are modeling 27% Y/Y growth in 2H11 CSOI (pro forma operating 
income). We note that the last time Amazon went through a significant investment 
cycle in 2006 with CSOI declining 12% Y/Y, the following year’s EBIT grew 69% 
and CSOI margin expanded ~100bps. 


Wide Competitive Moat Only Getting Wider 

At its heart, we believe Amazon is a strong logistics company that continues to 
innovate. Amazon’s distribution footprint and fulfillment expertise provide a 
significant competitive advantage that cannot be easily replicated by competitors. 
Moreover, Amazon has continued to reinvest returns from its distribution 
infrastructure back into the business, further widening its lead over competitors. The 
company recently announced it was building 9 new fulfillment centers in 2011 — 
after adding 13 new facilities in 2010 — bringing its total number of distribution 
centers to 62 across 9 US States and 5 countries. As Amazon increases its 
distribution infrastructure, it not only improves shipping times and prices vs. the 
competition, but also increases its total addressable market by enabling more product 
categories that require faster shipping (e.g., packaged foods, groceries, toiletries). 
Finally, Amazon is able to leverage its fulfillment infrastructure on behalf of its third 
party sellers through its Fulfillment by Amazon (FBA) program, an advantage that 
competitors have not been able to replicate easily. 


An Amazon Tablet for Christmas? 

Some industry publications have suggested that Amazon is developing a tablet 
device of its own that will likely compete with Apple’s iPad. Though few details 
about the device have emerged, our industry checks suggest a multi-functional tablet 
device is in the works and we believe it will likely run Google’s Android 
Honeycomb tablet OS as Amazon recently launched an Android Store of its own. We 
expect Amazon to also remain focused on dedicated eReaders for now as the lower 
price point enables mass distribution of eBooks. However, the introduction of a 
tablet could provide Amazon greater control over distribution of its streaming video 
and music products, a market that is becoming increasingly competitive with Google 
and Apple introducing similar streaming music products. And ultimately as the 
low-priced tablet gets even cheaper we believe it could cannibalize the Kindle 
itself and become Amazon’s primary hardware product. 


Risks To Rating and Price Target 


Further Margin Pressure 

Amazon shares have outperformed (up 16% vs. the S&P down 2%) since 1Q 
earnings despite cash operating expenses increasing 59% Y/Y (and pro forma 
operating income -18% Y/Y). And as we noted above, we project PF operating 
income growth of 27% in 2H11. However, Amazon is run with a long-term view and 
its possible heavy investment spending could continue. Amazon launched a video 
streaming service bundled with Prime in February and the company could ramp up 
content investments in the U.S. and Europe (for LoveFilm). Additionally, the launch 
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of a tablet would likely come with low or negative margins and Amazon would likely 
need to increase marketing spending around the device. We believe 2Q11 is the near- 
term margin trough, but indications otherwise in the back half could weigh on shares, 
even into the seasonally stronger period. 


Digital Media Transition on Track, but not Complete 

As consumers migrate from physical to digital media, Amazon has successfully made 
the transition from physical to digital books. If anything, Amazon almost single- 
handedly created the category and now has ~62% of the total eBook content market 
in 2010, per our estimates. However, Amazon’s video and music offerings trail 
competitors such as Netflix and Apple. As consumers shift their consumption to 
digital media, Amazon needs to maintain a similar or greater share of the online 
video and music markets in order to continue driving outsized revenue growth. In 
addition, Amazon may need to make catch-up investments in technology, content, 
and distribution in order to better compete with industry leaders. 


The company recently launched its Prime subscription video product similar to 
Netflix, though the quantity and quality of content remains low, suggesting the 
company is taking a measured approach towards online video. We believe Amazon 
views its subscription video product as a driver of Prime rather than a standalone 
competitor to Netflix, particularly in the U.S. where Netflix is dominant. We believe 
the LoveFilm acquisition puts Amazon in a more competitive position in online 
video in the UK and Europe. 


Amazon recently introduced its new cloud music player which allows users to 
purchase and store their existing music in the cloud to stream to any device. Since 
then Google and Apple have launched similar versions of a cloud-based music 
product. In addition, Apple and Google have the ability to integrate their cloud music 
apps into future versions of their operating system, giving them a leg up against 
Amazon. We point out that Amazon has been aggressively discounting certain new 
release albums at price points of $3.99 and $4.99, and the new Lady Gaga album at 
$0.99. 


Increased Competition from Google, eBay, and Offline Retail 

Amazon faces threats to its third party retail and advertising businesses from Google 
and eBay. Google continues to get deeper into the retail vertical by creating new ad 
formats like Product Listing Ads, Product Search, and Google Shopping which 
provide a user experience similar to a comparison shopping site. In addition, Product 
Listing Ads are charged on a CPA or cost-per-action basis, making them directly 
competitive with Amazon’s Product Ads. eBay recently announced it would acquire 
GSI Commerce, giving it access to larger sellers’ inventory while also adding 
fulfillment and shipping capabilities which it can offer to its third party sellers in the 
future. We believe the GSI acquisition gives eBay greater control over the end to end 
user experience, a weakness that Amazon has exploited over the last several years. 
eBay is also making solid inroads in mobile commerce and mobile payments, 
extending its reach from pure eCommerce to offline retail through acquisitions like 
Red Laser (barcode scanning app), Milo (real-time in-store inventory tracking), and 
WHERE Inc. (location-based discovery apps). 


Flash Sales Offer Consumers Additional Means to Shop 


Flash sites such as Gilt Groupe, RueLala, Haute Look and others have generated 
significant interest over the past couple years driven by a more promotionally 
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focused consumer, excess inventory during the recession, and the development of 
mobile and social shopping . We believe these sites provide the thrill of winning to a 
core group of users, not unlike eBay auctions did several years ago. As a result 
shoppers have a sense of urgency and addiction. Amazon recently launched 
MyHabit.com, a private fashion sales site featuring items from designers and 
boutique brands, and the company also has a stake in a leading local deals site. 


Company Description 


Amazon.com is a leading e-commerce company with over 130 million active users at 
year end 2010. AMZN sells directly or acts as a channel for selling a wide range of 
products including books, music, videos, consumer electronics, merchandise and 
household products. AMZN also white-labels its technology and licenses it to other 
merchants for use on their own websites. The company has grown from a book- 
selling website to a marketplace with an ever-expanding range of products. AMZN 
generates a major portion of its revenue from North American sales (55% in 
FY2010). International operations of AMZN are spread throughout the world 
including U.K., France, Germany, Japan, and Canada. AMZN, founded in 1994 is 
headquartered in Seattle, Washington. 


Amazon Focus Topics 


Ecommerce Penetration + Market Share Gains = +30% Revenue Growth 
Despite several years of double-digit growth, eCommerce remains in its early stages 
of adoption. Forrester data suggests eCommerce will account for 9% of U.S. retail in 
2011 and we estimate eCommerce could ultimately account for 20%-30% of total 
retail excluding food. Our expectation for higher eCommerce penetration is driven 
by: 1) virtually unlimited “store” or catalog real estate, allowing for a broader 
selection of items that are updated frequently; 2) increased willingness of consumers 
to purchase any kind of product online; and 3) further reduction in eCommerce 
friction through faster shipping times, better/easier return policies, and better 
payment integration. 


Table 13: US eCommerce penetration remains low 


$ in billions 
$300 + $279 
$240 al 
$250 + $218 
$197 
$200 + $176 
$157 
$150 + 
$100 + 
$50 + 
$0 + 1 1 : 
2009 2010 2011 2012 2013 2014 2015 
% change 11% 12% 12% 11% 10% 8% 8% 
% of total retail 8% 8% 9% 10% 10% 11% 11% 
% of total retail 
(excluding grocery) 11% 11% 12% 13% 14% 15% 15% 


Source: Forrester Research Online Retail Forecast, 2010 to 2015 (US) 
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Amazon’s focus on its users has enabled it to take significant share of eCommerce 
from its competitors. During the past 8 quarters, Amazon has outpaced eCommerce 
growth by an average of 20% points, impressive given worldwide revenue 
approaching $47B in 2011. We expect market share gains to continue as Amazon 
widens its fulfillment and technology infrastructure lead over other retailers that 
remain conflicted about online’s cannibalization of their offline sales. 


Prime Addresses a Lucrative Shopping Segment 

According to comScore, the top 20% of online shoppers accounted for ~69% of 
online dollars in the US in 2Q10. In addition, nearly a third of these heavy purchasers 
are Amazon customers, which we believe is partly attributable to its Prime loyalty 
program. Prime, in addition to other initiatives such as Free Super Saver Shipping 
Over $25 (in the U.S.) can increase average order values by as much as 40% or ~ $30 
per comScore data. We believe the continued roll-out of Prime in International 
markets, inclusion of FBA items in Prime, and further decreases in free shipping 
thresholds give Amazon significant advantages over its online competitors. 


Table 14: Heaviest 20% of Online Shoppers Represent 69% of eCommerce Purchases 


Heavy Medium Light 
% of Buyers 20% 30% 50% 
% of e-Commerce Dollars 69% 22% 8% 
% of Transactions 40% 30% 30% 
Dollars per Buyer $615 $133 $30 
Transactions per Buyer 4.7 2.4 1.4 


Source: comScore, Q2 2010. 


Kindle Market Leadership Likely to Continue 


In a few short years, Amazon has built Kindle into its best-selling product ever and 
we expect the business to approach 11% of total revenue by 2013 from ~8% of 
revenue in 2011. We believe Amazon’s Kindle hardware plus Kindle Apps for 
Android and iOS give it significantly greater distribution than any of its major book 
retailer (Barnes and Noble’s Nook) or Consumer Electronics (Apple, Sony) 
competitors. Moreover, selection on the Kindle continues to outpace its competitors 
with 950k books as well as newspapers and magazines. We are modeling continued 
market share gains for Kindle among dedicated eReaders, reaching 70% in 2012. 
Moreover, we estimate Kindle’s share of the total content market at 58% in 2011. 
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Figure 33: Kindle Device and Content Projections 


Amazon.com 


Kindle Estimates Summary 


(Dollars and units in '000) 


2007A 2008A 2009A 

DEVICES 

Kindle Units 95) 405 1,930) 7,065} 12,353} 17,714 22,665 
Y/Y growth 326% 377% 266% 75% 43% 28% 
Q/Q growth 

Kindle eReader Market Share 50% 57% 64% 67% 68% 70% 70% 

Kindle eReader & Tablet Market Share 25% 19% 17% 18% 

Blended ASP $399 $367 $288 $199 $136 $105 $84 

Total Kindle Device Recognized Revenue $2,369 $44,572 $186,286 | $1,515,590] $1,747,731] $1,823,317] $1,887,628 
Y/Y growth 1781% 318% 714% 15% 4% 4% 
Q/Q growth 

CONTENT 

Total Kindle Books Sold 499) 5,395) 22,458) 100,305) 294,290} 657,942) 1,199,669 
Y/Y growth 316% 347% 193% 124% 82% 
Q/Q growth 
Kindle Share of Total Content Market 50% 57% 63% 63%| 58% 54% 51% 

Agency Model % of Kindle Book Sales 30% 37% 39% 41% 

Wholesale Model % of Kindle Book Sales 100% 100% 70% 63% 61% 59% 

Total Kindle Book Revenues $4,239 $43,546 $172,986 $607,569 | $1,646,549] $3,529,954} $6,166,203 
Y/Y growth 927% 297% 251% 171% 114% 75% 
Q/Q growth 

Total Kindle Revenues (Devices + Content) $6,608 $88,118 $359,271 | $2,123,159] $3,394,280] $5,353,271] $8,053,831 
Y/Y growth 1233% 308% 491% 60% 58% 50% 
Q/Q growth 

Kindle Device Revs as % of Global EGM Re\s 0.0% 0.6% 1.7% 8.3% 6.9% 5.6% 4.7% 

Kindle Book Re\s as % of Global Media Revs 0.0% 0.4% 1.4% 41% 9.7% 18.4% 28.9% 

Total Kindle Revs As % of Total Amazon Revg 0.0%| 0.5% 1.5% 6.2% 7.8% 10.1% 12.6% 


Source: Company reports and J.P. Morgan estimates. 


Amazon Web Services the Leader in IaaS 

Amazon’s Web Services offering has quickly emerged as a leader in utility cloud 
computing and is being adopted by both large enterprises and smaller start-ups alike. 
According to an industry blog, Jack of All Clouds, Amazon’s Elastic Compute Cloud 
(EC2) was employed by ~3,700 (+48% Y/Y) of the top 500,000 sites on the web in 
Jan 2011. We see AWS benefiting from two secular shifts: 1) Enterprises 
outsourcing their data center spend to focus on their core business — only 15% of data 
center spend is outsourced today; and 2) Amazon’s on-demand utility-like cloud 
computing and storage offering creates low barriers to adoption as businesses only 
pay for capacity used. 


Contrary to the Street’s view that AWS is a high margin business, we believe 
Amazon runs the AWS business with its typical retail mentality, i.e. high volume, 
low margin. We believe comparisons to Rackspace’s margin are inaccurate as 
Rackspace offers a significant high-margin service level on top of a utility computing 
product for businesses that do not have the in-house IT staff to implement and 
maintain their applications in the cloud. Moreover, we believe Amazon continues to 
re-invest in AWS infrastructure and new product innovation, suggesting margin is 
likely similar to or lower than the core retail business. We are bullish on Amazon 
growing its lead in cloud computing and expect AWS revenue of $2.6B by 2015 
from $500M in 2010. 


Still Early Days for eCommerce in China 

According to iResearch, Chinese B2C eCommerce (this would exclude most of 
Taobao) is expected to be a $22B industry in 2011, representing less than 1% of total 
China retail. Moreover, B2C eCommerce in China is expected to grow at a 95% 
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CAGR to $64B in 2013. China represents a large eCommerce opportunity and we 
believe companies that get logistics and fulfillment right will provide a significant 
competitive advantage. 


Joyo Amazon is among the top 3 eCommerce sites in China with 5% of B2C 
eCommerce, behind Taobao Mall and 360Buy. We estimate Amazon China revenues 
were $500MM in 2010 or ~1% of worldwide revenue. Amazon has invested heavily 
in China and now operates fulfillment centers in 8 cities — Beijing, Chengdu, 
Guangzhou, Shenyang, Suzhou, Wuhan, Xiamen, and Xi'ian. China remains a 
challenging country for US Internet companies to do business as witnessed by 
Google, Yahoo!, and eBay over the past decade. However, Amazon purchased a 
local player and continues to invest aggressively in fulfillment centers and 
distribution. 


Figure 34: Still Very Early for eCommerce in China 


2008 2009 2010 2011E 2012E 2013E 
China eCommerce Market Size by GMV (RMB B) 128 263 461 763 1,084 1,469 
China eCommerce Market Size by GMV (US$B) 19 39 69 116 164 223 
YoY Growth (%) 128% 105% 75% 66% 42% 36% 
China eCommerce as % of Retail Sales (%) 1.1% 2.0% 2.9% 4.2% 5.2% 6.2% 
China eCommerce as % household consunpton 1.2% 2.2% 
China eCommerce as % of GDP (%) 0.4% 0.8% 1.1% 1.7% 2.1% 
China B2C MarketSize by GMV (RMB B) 9 22 58 143 273 422 
China B2C Market Size by GMV (US$B) 1 3 8 22 41 64 
YoY Growth (%) 156.5% 159.8% 145.8% 91.4% 54.3% 
China Online Retiler (US$B) 1 2 5 10 19 28 
China B2C Marketplace (US$B) 0 1 4 11 23 36 
China B2C as % of Retail Sales (%) 0.1% 0.2% 0.4% 0.8% 1.3% 1.8% 
China B2C as % of GDP (%) 0.03% 0.1% 0.1% 0.3% 0.5% 


Source: iResearch. 


Table 15: Amazon is a Top 3 Online Retailer in China 


GMV ($ B) Market Share Established Date Headquarters 
Taobao Mall 45 51.6% 2008 Hangzhou 
360Buy 1.5 17.6% 2004 Beijing 
Joyo Amazon 0.5 5.2% 2000 Beijing 
Dangdang 0.3 3.9% 1999 Beijing 
Vancl* 0.3 3.2% 2007 Beijing 
Newegg 0.3 3.1% 2001 Shanghai 
Mecox Lane* 0.2 2.1% 1996 Shanghai 
Suning Online 0.2 1.7% 2007 Nanjing 
Yihaodian* 0.1 1.4% 2008 Shanghai 
icson.com 0.1 1.4% 2006 Shanghai 


Source: iResearch. 


Financial Outlook 


We Expect Continued Strong Revenue Growth 

We are modeling 2011 revenue of $47.3B, up 38% from $34.2B in 2010. We think 
strong revenue growth will be driven by continued eCommerce penetration increases 
and Amazon market share gains. With eCommerce representing ~9% of total U.S. 
retail, and Amazon’s share of eCommerce at ~13%, we estimate Amazon’s share of 
USS. retail is just over 1% and it’s likely lower in most other international markets. 
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We Are Projecting Near-Term Margin Pressure due to Heavy Investments 

We are modeling pro forma operating margins of 4.6% in 2011, down from 5.7% in 
2010. We think Amazon will continue to invest heavily in increasing capacity to 
match growth, as well as in marketing and new technology initiatives. However, we 
think some margin pressure may ease toward the end of the year, as Amazon grows 
into its infrastructure investments and meets more of its excess capacity. Moreover, 
we project PF operating income growth of 27% in 2H11. In 2012, we are modeling 
PF operating margins of 4.9%. 


In terms of earnings, we are modeling GAAP EPS of $2.38 in 2011, down from 
$2.53 in 2010, as Amazon continues to invest heavily. However, based on strong top- 
line growth and moderating expense growth, we are projecting GAAP EPS to grow 
to $3.88 in 2012. 


Table 16: JPM Estimates vs. Consensus 
$ in millions, except per share data 


Amazon.com Inc 2Q11 2011 2012 2013 
Consensus JPMEstimate Consensus JPM Estimate Consensus JPM Estimate Consensus JPM Estimate 
47,169 47,337 60,863 61,441 


2,756 3,066 3,758 3,945 
$2.32 $2.38 $3.66 $3.88 


Source: J.P. Morgan Estimates, Bloomberg 


Note: GAAP EPS estimates are used for both Consensus and JPM Estimates 


Valuation 


We are initiating with a year-end 2012 price target of $251/share for AMZN. Our 
price target is based on 23.1x 2013 FCF of $10.85 which is reasonable given a 26% 
2010-2013 FCF CAGR. AMZN has historically traded within a P/FCF range of 25- 
30x. We value AMZN on a FCF basis given that the company continues to benefit 
from a positive working capital cycle which we believe is inherent to the business 
model and will continue to be driven by strong top line growth. AMZN currently 
trades at 23.5x 2012 FCF and 20.6x EBITDA. Our DCF results in a value per share 
of ~$255 and assumes a 10% WACC with a 4.5% long-term growth rate. 


On a P/E basis, AMZN trades at 38.5x our 2012 PF EPS estimate of $5.49 which we 
think is reasonable given EPS is growing 39% Y/Y. We believe AMZN deserves a 
premium multiple given its large market opportunity and ability to grow revenue in 
excess of 20% for the next several years. 
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Google 


Initiating with an Overweight Rating and $660 YE12 Price 
Target 


We believe core search growth remains healthy while Google’s mobile and display 
businesses are taking significant share in higher growth advertising markets. Google 
shares are down 10% YTD vs. +4% for the S&P 500 largely on margin concerns. 
However, we think the spending is appropriate and new management is more 
focused on product and innovation. We expect margin stabilization in 2H11 and 
into 2012 aided by strong revenue growth. Trading at 12.9x 2012 EPS, Google 
remains one of the cheapest stocks in our coverage universe despite high teens EPS 
growth. 


Investment Thesis 


Core Search Growth Remains Healthy 

A key factor in Google’s growth over the next few years will be whether it can 
sustain ~15-20% growth rates in its highly-profitable core search business. We 
believe concerns around the maturation of Google’s core search business may be 
unwarranted. According to our analysis, Google core search revenue (O&O and 
Network) grew 22% Y/Y in 1Q11, impressive given a ~33% CAGR from 2005- 
2010. We are modeling a 16% 2010-2013 revenue CAGR for core search driven 
by: 1) Relatively low Internet adoption levels in developing regions; 2) International 
monetization catching up to levels in the US/Western Europe; 3) Improved 
monetization in developed regions through new ad formats such as Product Ads, Site 
Links, and Comparison Ads. 


In addition, despite more competition from the Microsoft/Yahoo! alliance, Google 
has extended its market share lead in the US, with even less competition 
internationally (outside of China, Korea, and Russia). In 1Q11, Google held 79.1% 
of US search spend share, up nearly 500 bps from a year ago. 


Google Inc (GOOG;GOOG US) 


Company Data FYE Dec 2009A 2010A 2011E 2012E 

Price ($) 527.28 EPS Reported ($) 

Date Of Price 11 Jul 11 Q1 (Mar) 5.16 6.76 8.08A - 

52-week Range ($) 642.96 - Q2 (Jun) 5.36 6.45 7.95 - 
447.65 Q3 (Sep) 5.89 7.64 8.57 - 

Mkt Cap ($ mn) 172,095.20 Q4 (Dec) 6.79 8.75 9.85 - 

Fiscal Year End Dec FY 23.22 29.61 34.46 41.34 

Shares O/S (mn) 326 Bloomberg EPS FY ($) 22.88 28.94 33.84 39.77 

Price Target ($) 660.00 Source: Company data, Bloomberg, J.P. Morgan estimates. Note: JPM estimates are Pro Forma. 

Price Target End Date 31 Dec 12 
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Figure 35: Google Share of Search Spend Has Increased Despite Competition From Bing 
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Source: Efficient Frontier data, US data. 


Display and Mobile Are Examples of Success Beyond Search 

Within a few short years, Google has become a leader in display advertising 
worldwide both on its own sites and network of publishers. In 1Q11, we estimate the 
company generated ~$724M in gross display ad revenue (excluding mobile) vs. 
$523M for Yahoo!. We expect $3.2B in gross display revenue (ex mobile) in 2011. 
We believe display revenue on Google’s network carries a lower Traffic Acquisition 
Cost or TAC (~60%) relative to Google’s search TAC (~80-85%) which should drive 
a positive mix shift in net revenue and TAC as a percent of revenue. Display TAC is 
typically lower than Search as the display network consists of several smaller 
publishers with less bargaining power than larger search partners. 


In Mobile, Google has successfully challenged Apple’s dominance in smartphones 
through its Android operating system. In 2Q, the company noted 500k Android 
activations/day, up from 300k activations/day announced in early December and 60k 
activations/day a year ago. In addition, the company has noted Android activations 
are increasing at a pace of 4.4% per week. We believe Android gives Google a 
powerful distribution point for its Search, Ads, and Apps technologies and ensures 
the company can maintain and grow its position as a platform for users, developers, 
and advertisers. 


Google has the Necessary Tools to Compete in Local 

According to the Kelsey Group, local advertising (online and offline) was a $133B 
market in the US in 2010. Though local online advertising has been touted as a major 
growth opportunity for the better part of a decade, we believe top daily deal and 
group buying sites have created the necessary mechanism and awareness for local 
merchants to move towards online advertising in a significant way. A key part of this 
transformation has been the group buying sites’ ability move beyond a click/lead to 
an actual transaction. We believe Google has the necessary assets — Google Maps, 
Google Places, Mobile, and over 2 million advertiser relationships — to compete in 
local online advertising though focus and execution will be key. In addition, Google's 
increased Sales & Marketing spend (14.5% of net revenue) is partly attributable to 
expansion of its local sales team, which we expect to become productive over the 
next few quarters. 
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Search and Monetization Improvements Continue 

As the amount of information on the Internet grows at an exponential clip, we expect 
search to become an even more critical filtering tool. We believe that Google Instant 
and the recent Panda algorithmic changes had a meaningful positive impact on search 
results in the US in 1Q with Panda changes rolled out internationally in 2Q. At its 
recent Inside Search event, Google launched several new features in mobile/voice 
search while also integrating features from mobile back to the desktop search 
experience. Google also launched Instant Pages which lowers the time a landing page 
takes to load once a user clicks through from a search result. We believe Google is 
increasingly focused on the retail vertical via new ad formats like Product Ads, Site 
Links, and Comparison Ads which have improved conversions by as much as 120% 
for some financial services clients. 


Risks to Rating and Price Target 


Lack of Clarity Around New CEO's Vision 

We are positive on Larry Page’s appointment to CEO as we believe it should speed 
up decision making and increase innovation at Google while also helping the 
company attract and retain top engineering talent in Silicon Valley. In April, Page 
promoted six executives (reporting to him) to lead product teams in Search, Ads, 
Mobile, YouTube, Chrome, and Social. However, spending concerns under the new 
CEO may not ease until Google can grow into its new, higher cost structure. Though 
CFO Patrick Pichette has repeatedly tried to assure investors of Google's financial 
discipline, a 57% Y/Y increase in opex in 1Q is unlikely to alleviate these concerns 
anytime soon. 


Is Social the New Search? 

We believe Facebook (in addition to Amazon) offers the most significant competitive 
threat to Google’s dominance. Facebook now serves as a significant source of 
referral traffic to websites, potentially cutting into Google’s dominance as the 
gatekeeper of traffic on the web. We believe Facebook’s self-serve advertising 
system could reach a critical mass of advertisers wherein it can become an ad 
network across sites. In March, Facebook informed app developers that Google 
AdSense ads would not be permitted within Facebook apps as AdSense did not meet 
Facebook's terms of service for ad providers. Moreover, Microsoft's Bing has an 
agreement with Facebook to incorporate Facebook’s user data to improve Bing's 
search results. Search is not a core function within Facebook, but this could change 
going forward if Facebook could integrate it without negatively impacting the user 
experience. Facebook could remain an overhang on Google through the next several 
months, but we do not believe social replaces search in most instances for users. 


Competition for Top Talent in Silicon Valley 

As valuations for private companies in the social space likely remain higher than 
public Internet comps, competition for highly-talented engineers remains high. In the 
beginning of 2011, Google increased salaries by 10% throughout the entire company 
to compete with public and private companies offering potentially lucrative stock 
options. With the advent of private company stock exchanges, employees of private 
companies have a quicker path to monetizing their stock-based compensation. 
Though we believe Google is making the right decision to retain its top employees, 
the company’s margin profile could remain depressed over the next few quarters as 
new hires become productive. 
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“Appification” of the Mobile Internet 

As described earlier, we believe Google has an extremely strong position in Mobile 
through its Android strategy. However, it is unclear if mobile Internet usage on 
smartphones and tablets will follow PC-based Internet behavior wherein search is the 
primary tool for navigation and information discovery. Internet usage on mobile 
devices relies heavily on Apps to navigate the web, putting into question Google's 
central role in a user's consumption of content. We discuss the “Appification” of the 
Mobile Internet in more detail in the Industry themes section of this report. 


Company Description 


Google is an Internet technology company that provides search and online 
advertising services as well as other technology products. The company generates the 
majority of its revenues from paid search advertising on its own websites as well as 
through a network of affiliate websites with which it shares revenues. Google’s 
advertising services include Google Search, Google Display, Google Mobile and 
Google Local. Other products include advertising and licensing to browser (Google 
Chrome), email (Gmail), video services (YouTube), and a smartphone operating 
system (Android). 


Google Focus Topics 


Investment Phase is Painful but Necessary 

Google shares are off 8% (vs. the Nasdaq +1%) since 1Q earnings as investors 
remain concerned whether management can deliver outsized revenue growth without 
materially depressing margins. As a growth company, we believe Google is making 
the right long term decision to invest in various opportunities in the "digital 
economy", including mobile payments, online video, and local advertising. 
Moreover, if Google doesn’t invest it likely assures missing out on fast-growing 
lucrative opportunities. We expect limited clarity on future investments, making it 
difficult to predict when margins will begin to grow again. However, we note that 
Google will begin to lap its heavier opex increases later in 2H11 which should slow 
margin compression. We are modeling EBITDA margin of 56.4% in 2012, roughly 
in line with our 2011 estimate of 56.1%. 


Enviable Position in Mobile — Android is the Trojan Horse 

Google has built a powerful position in mobile through its Android, search, and 
display ad platforms. In 2Q, the company noted 500k Android activations/day, up 
from 300k activations/day announced in early December and 60k activations/day a 
year ago. According to Gartner, Android-powered handsets represented 36% of all 
smartphones in 1Q11, up from 10% share in 1Q10. We believe Android has provided 
Google with a strong mobile distribution platform for Search, Ads, and Apps - the 
three pillars of the company. For some that question Android's monetary contribution 
to the company, we point to the relatively unprofitable search distribution deals that 
Google signed with PC OEMs and publishers (3-yr $)00MM MySpace deal in 2006) 
as a contrast to Google’s current strategy of using Android as a Trojan Horse for 
distribution. As a result, Google dominates mobile search with roughly 97% of total 
search ad spend according to Efficient Frontier. 
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Figure 36: Daily Android Activations Continue Increasing 
Daily Android Activations in Thousands 
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Source: J.P. Morgan estimates, Company data. 


In mobile display advertising, Google has solidified its position in the market 
through its purchase of AdMob, which according to Google had 2.7B display ad 
requests per day globally in April, up from 2 billion in January. Given the pace of 
smartphone adoption, usage growth, and improving monetization, we expect 
Google's mobile revenue (O&O and Network) to reach ~$1.8B in 2011 (103% 
Y/Y). Moreover, we are projecting a 78.5% 2010-2013 revenue CAGR for Google's 
mobile advertising business, accounting for ~10% of total gross revenue by 2013. 


Figure 37: Worldwide Smartphone Sales to End Users by Operating System in 1Q11 
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Source: Gartner. 


Display is a Meaningful Driver of Revenue Growth 

We believe the display industry is undergoing a period of unprecedented change in 
the way ads are bought, sold, and performance is measured. In our view, three 
significant changes are occurring in the industry: 1) alternate ad formats are 
replacing standard banner ads; 2) automation of the display buying/selling/fulfillment 
process; and 3) improved ad targeting. We believe these trends play extremely well 
with Google’s strength of using technology to automate ad sales and placement, 
ultimately driving advertiser ROI. Though CPM-based advertising formats will 
likely continue to remain relevant in brand advertising, we believe a shift towards 
performance-based display has been occurring over the last several years and is 
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likely to continue. According to IAB figures, performance based ad formats 
accounted for 62% of total online advertising revenue, up from 59% in 2009, despite 
search and lead generation formats declining Y/Y. 


Figure 38: Internet Ad Revenue by Pricing Model 
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Source: IAB 2010 Report. 


Google believes display advertising can be a ~$50B industry worldwide by 2015, a 
20% CAGR from ~$20B in 2010. We expect Google to continue taking market share 
of display advertising and are modeling a 36% 2010-2013 CAGR for the company’s 
PC-based display businesses (YouTube and AdSense for Content). Our bullish 
estimates are based on our assumption of greater proliferation of video ads across 
YouTube and the Google display network. For instance, a significant percentage of 
video views on YouTube are currently unmonetized, with demand from advertisers 
quickly catching up. Google recently said it has doubled the number of video ads it 
places on partner websites over the past year, and requests for video ad spots have 
increased over 70% M/M (on average) since July. In addition, we expect Google to 
leverage its leadership position in display and search to drive additional ad dollars 
through its network using functionality such as search retargeting and site 
retargeting. 


Facebook’s "Like" Button A Competitive Threat 

After spending the better part of the previous decade competing with Microsoft, 
Yahoo!, and eBay, we believe Facebook (in addition to Amazon) offers the most 
significant competitive threat to Google. Facebook now serves as a significant source 
of referral traffic to websites, potentially cutting into Google’s position as the 
gatekeeper of much traffic on the web. According to Hitwise, Facebook’s share of 
referral clicks to the top 500 retail sites during the December 2010 shopping season 
increased to 5.18%, up 68% Y/Y. Though Google maintained the highest share 
(19%) of referral traffic to top retail sites, a continued shift of marketers' focus 
towards Facebook, Twitter, and other social media takes away from dollars spent on 
SEM and SEO on Google. 
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Figure 40: Source of traffic to nytimes.com 
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Figure 42: Source of traffic to eBay sites 
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Source: comScore. 
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Figure 39: Share of Referral Traffic to Top Retail Sites in Dec-2010 
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Source: Hitwise. 


As Facebook users signal their approval of content (sites, brands, articles, videos, ads 
etc.) through the "Like" button, the company is creating a search index of sorts, 
similar to Google's Page Rank algorithm - sites that are referenced by other pages 
(people in Facebook’s case) show up higher in search engine results. In fact, 
Microsoft is now leveraging this information in its search results through an 
exclusive deal with Facebook. 


Figure 41: Source of traffic to Amazon sites 
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Figure 43: Source of traffic to BBC sites 
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Google has recently confessed to falling short in the social arena and is investing 
heavily against it with the recent launch of Google+. Larry Page has made 
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integrating social functionality into Google such a priority that a portion of employee 
bonuses have been tied to success in social. The company recently launched the “+1” 
button for websites and ads which is conceptually similar to Facebook’s “Like” 
button. Early on, Google+ integrates with a user’s existing Google profile and helps 
tie together the company’s wide range of products. Overall, we believe Google's 
"pull" model wherein the user requests information on a subject creates a much more 
focused in-market lead for direct marketers and advertisers relative to Facebook. 


Regulatory Scrutiny Could Stifle Growth Agenda 

Google faces regulatory scrutiny both from an anti-competitive and privacy 
perspective in the US and Europe. Most acquisitions Google makes will be looked at 
closely by regulators and increased scrutiny could change the way Google does 
business. However, we believe Google has been competing largely on the 
superiority of its products and if anything the company’s position within the broader 
web landscape has likely weakened, not strengthened, over the last couple years as 
the environment has shifted. We note that Google has received significant scrutiny 
on its recent acquisitions of ITA Software, AdMob, and DoubleClick, with each 
acquisition taking nearly a year to close. 


Table 17: Regulatory Investigations against Google 


Date of initiation of investigation Result/ Current Status 


Jun 2011: US Federal Trade Commission 
launches formal investigation of Google's 
business practices. 

May 2011: Dept. of Justice (DOJ) initiated 
investigation of ads from illegal online 
pharmacies 

Nov 2009- Nov 2010: Various European nations 
and states in US began investigations of Google 
due to privacy violations from its Google Street 
View project 

Nov 2010: EU launched antitrust investigation of 
Google 


Sept 2005: Case against Google books for 
violation of copyright law 


Source: J.P. Morgan. 
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The FTC is investigating whether Google is unfairly Pending. The company intends to cooperate with the 


leveraging its dominance in search to direct consumers to FTC investigation. 
its other services such as Google Places or YouTube. 

Google generated millions in revenue off of ads from illegal | Google’s 1Q11 SEC filing included a cost of $500MM 
pharmacies, based in Canada and elsewhere. for a potential settlement of the DOJ investigation. 
Google launched Street View on May 29, 2007 amidst 


various privacy concerns and Google later disclosed that 


Investigations are ongoing in at least 12 countries and 
at least 9 countries have found Google guilty of 
Street View vans were inadvertently collecting data from violating their laws 
people's Wi-Fi receivers 

The investigation is looking into whether Google has 


abused its dominant market position in online search by 


Pending 


allegedly lowering the ranking of unpaid search results of 
competing services and by according preferential 
placement to the results of its own vertical search services 
in order to shut out competing services. 


Google was sued for scanning all or parts of the book 
collections of the University of Michigan, Harvard 
University, Stanford University, the New York Public Library 
and Oxford University. 


Oct 2008: Google agreed to pay $125MM to authors 
guild as compensation for using their content 


Financial Outlook 


We Expect Net Revenues to grow 28% in 2011 


We are modeling Google net revenues of $28.2M in 2011, up 28% Y/Y, an 
acceleration from 26% growth in 2010. We expect US gross revenue growth of 23% 
and International growth of 29% Y/Y in 2011. For 2012, we are modeling net 
revenue growth of 22%. 
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Search. We project a 16% 2010-2013 revenue CAGR for core search driven by: 1) 
Relatively low Internet adoption levels in developing regions; 2) International 
monetization catching up to levels in the US/Western Europe; 3) Improved 
monetization in developed regions through new ad formats such as Product Ads, Site 
Links, and Comparison Ads. 


Display (ex mobile). Additionally, we expect Google to continue taking market 
share of display advertising and are modeling a 37% 2010-2013 CAGR for the 
company’s PC-based display businesses (YouTube and AdSense for Content). Our 
bullish estimates are based on our assumption of greater proliferation of video ads 
across YouTube and the Google display network. 


Mobile. Lastly, given the pace of smartphone adoption, usage growth, and 
improving monetization, we expect Google's mobile revenue (O&O and Network) to 
reach ~$1.8 in 2011 (+103% Y/Y). Moreover, we are projecting a 78.5% 2010-2013 
revenue CAGR for Google's mobile advertising business, accounting for ~10% of 
total gross revenue by 2013. 


Table 18: Google Segment Revenue 
$ in millions 


2009A 2010A 2011E 2012E 2013E 2010-13 CAGR 
= 6.0 | = 


16.7% 21.7% 
68.2% | 51.7% | Er 
| 103.4% | 6% 


Y/Y growth 15.4% 
Q/Q growth 


% of Total 


Y/Y growth 
Q/Q growth 
% of Total 


Y/Y growth 76.6% 58.4% 
Q/Q growth 
% of Total 


Source: Company reports and J.P. Morgan estimates. Note: Mobile display revenue is included in Mobile segment 


4.8% 9.7% 


We Expect Margin Compression in 2011 Due to Heavy Investments 

Google is investing heavily in business opportunities within display, mobile, social, 
and local. While we think investors have shown some concern about depressing 
margins, we believe if Google doesn’t invest it likely assures missing out on fast- 
growing lucrative opportunities. We project 364 bps of EBITDA margin 
compression and 497 bps of PF operating margin compression on a Y/Y basis in 
2011. We are modeling EBITDA margin of 56.4% in 2012, roughly in line with our 
2011 estimate of 56.1%. 


In terms of earnings, we expect Google to post pro forma EPS of $34.46 in 2011, 
compared to $29.61 in 2010. We are projecting an 18% 2010-2013 PF EPS CAGR. 
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Table 19: JPM Estimates vs. Consensus 
$ in millions, except per share data 


Google Inc 2Q11 2011 2012 2013 
Consensus JPM Estimate Consensus JPM Estimate Consensus JPM Estimate Consensus JPM Estimate 


Revenue 6,545 6,622 27,749 28,180 33,046 34,288 37,944 39,937 
EBITDA 3,567 3,670 15,246 15,819 18,188 19,326 21,154 22,612 
EPS $7.86 $7.95 $33.88 $34.46 $39.77 $41.34 $45.54 $48.55 


Source: Source: J.P. Morgan estimates, Bloomberg 


Note: Pro Forma EPS estimates are used for both Consensus and JPM Estimates 


Valuation 


Our $660 price target on Google shares is based on 13.6x our 2013 PF EPS estimate 
of $48.55. Our ~14x multiple implies a 0.8 P/E to growth (PEG) ratio on our 2010- 
2013 EPS CAGR forecast of 18%. At $535, Google currently trades at 12.9x our 
2012E PF EPS and is one of the cheapest names in our coverage universe, despite 
having a highly defensible platform-based business model. We note that large cap 
tech peers on average trade at a 1x PEG, a premium to Google’s current PEG of 0.7x 
(based on our estimates). 


Microsoft Corp 0.9x 0.8x 0.8x 
Google Inc 0.9x 0.8x 0.7x 
Cisco Systems Inc 1.0x 0.9x 0.8x 
Apple Inc 0.7x 0.6x 0.5x 
International Business 

Machine 1.3x 1.1x 1.0x 
Intel Corp 0.9x 0.8x 0.9x 
Hewlett-Packard Co 0.7x 0.7x 0.7x 
Dell Inc 1.1x 1.1x 1.0x 
Yahoo! Inc 1.4x 1.2x 1.0x 
eBay Inc 1.4x 1.2x 1.0x 
Amazon.com Inc 2.2x 1.6x 1.2x 


Source: All figures are Bloomberg consensus. 


We also value Google based on a DCF. Our DCF results in a value per share of $659 
and assumes a 12% WACC and 2.5% long term growth rate. 
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eBay, Inc 


Initiating with a Neutral Rating and $38 YE12 Price Target 


We are incrementally positive on eBay shares given traction in the Marketplace 
turnaround and continued strong growth for PayPal. Additionally, we believe the 
company is highly innovative in terms of mobile commerce, mobile payments, and 
the convergence of online and offline shopping. However, given the recent strong 
move post the Durbin outcome, we see more limited upside to our price target. 
Sustainable Marketplace growth and/or a pull-back in the shares could make us more 
favorable here. 


Investment Thesis 


Large Opportunity for PayPal in Ecommerce, and Moving Offline 

We believe PayPal benefits from several key trends including: 1) increasing 
penetration of eCommerce as a % of overall retail; 2) higher merchant adoption of 
PayPal; and 3) increasing mobile commerce. In 2010, PayPal had TPV (total 
payment volume) of $92B representing 22% of eCommerce in developed markets 
while PayPal’s merchant coverage is still fairly low at 18% in 2010. Moreover, 
PayPal’s network of 1OOMM user accounts worldwide makes it well-positioned for 
cross-border payments. 


While PayPal’s addressable market in the near term is eCommerce, we believe the 
company is extremely well positioned to be a leader in mobile payments several 
years down the line. PayPal’s $92B in global TPV is still a tiny fraction of the $5.3T 
in TPV for Visa and MasterCard (both covered by J.P. Morgan's Computer Services 
& IT Consulting analyst Tien-tsin Huang with Overweight ratings) in 2010. Looking 
out a few years, we expect PayPal's market opportunity to expand into adjacencies 
such as mobile payments, micropayments for digital content and virtual goods, and 
physical retail checkout. 


PayPal has a Wide Competitive Moat and Network Effects 

We believe PayPal’s competitive advantages in online payments are sometimes 
underappreciated and we can think of very few offline/online companies that can 
easily replicate the online payment network and brand built by PayPal over more 
than a decade. PayPal’s platform spans 190 markets in 24 currencies and 20 
languages. The company has global connections to 15,000+ bank partners and 57 
financial networks. Most importantly, PayPal’s ~98M active accounts and 9M active 
sellers create a competitive moat that continues to widen due to network effects — i.e. 
more users attract more merchants which in turn attracts new users. 


eBay Inc (EBAY;EBAY US) 


Company Data FYE Dec 2009A 2010A 2011E 2012E 
Price ($) 32.26 — EPS Reported ($) 

Date Of Price 12 Jul 11 Q1 (Mar) 0.39 0.42 0.47A - 
52-week Range ($) 35.35 - 19.92 Q2 (Jun) 0.37 0.40 0.47 - 
Mkt Cap ($ mn) 42,588.07 Q3 (Sep) 0.38 0.40 0.48 - 
Fiscal Year End Dec Q4 (Dec) 0.44 0.52 0.58 - 
Shares O/S (mn) 1,320 FY 1.58 1.73 2.00 2.34 
Price Target ($) 38.00 Bloomberg EPS FY ($) 1.54 1.69 1.97 2.25 
Price Target End Date 31 Dec 12 Source: Company data, Bloomberg, J.P. Morgan estimates. Note: JPM estiamtes are Pro Forma. 


65 


Doug Anmuth 
(1-212) 622-6571 
douglas.anmuth@jpmorgan.com 


66 


North America Equity Research J.P Morgan 


13 July 2011 


U.S. Marketplace Rebounding on New Initiatives 

After several quarters of share losses in the US, eBay’s marketplace business has 
been showing signs of a turnaround. 1Q11 non-vehicles GMV (gross merchandise 
value) growth accelerated to 10% Y/Y in the US from 5% Y/Y in 4Q which was a 
particularly strong holiday quarter for eCommerce. We believe the company has 
invested significantly in improving the buyer experience by offering buyer 
protections, improving search functionality, promoting free shipping, and offering 
incentives to top-rated sellers. On the seller side, eBay is increasingly becoming a 
marketplace for larger sellers and improvements in listing formats and success-based 
seller fees are helping eBay establish itself as a secondary market for goods online. 
We think it is unlikely eBay's Marketplace will consistently gain share in the 
US, though we expect the company will move closer to growing inline with 
overall US eCommerce. 


According to ChannelAdvisor, eBay’s US same-store sales continued to accelerate in 
2Q with 11% growth in April and 13% growth in May. We believe this data—which 
has been directionally accurate—suggests continued positive momentum for eBay's 
US marketplace business. 


Cross Border Trade an Opportunity for Marketplace and PayPal 

Cross border transactions both on the eBay Marketplace and PayPal have become a 
meaningful and fast-growing part of the business. Cross border TPV was $22B in 
2010 representing 24% of PayPal’s TPV, up from 23% of TPV in 2008. In addition, 
nearly 20% of Marketplace activity now occurs between buyers and sellers across 
borders. The Marketplace business has been able to successfully leverage cross 
border trade to make inroads in the Chinese export market. Though China is a 
country where eBay has stumbled in the past, GMV of China and Hong Kong top- 
rated sellers grew 33% Y/Y in 4Q10. In addition, eBay is increasingly facilitating 
B2B sourcing of Chinese exports for US sellers. We believe eBay.com and PayPal 
are uniquely positioned for cross border trade given relationships with buyers, 
sellers, and financial institutions worldwide. 


eBay is Well-Positioned to Expand from eCommerce to Commerce 

While eCommerce represents ~9% of total US retail, a much larger opportunity 
exists in web-influenced offline sales, which represented 37% (or $917B) of total 
retail in 2010 according to Forrester. Web-influenced sales occur when consumers 
use online tools to research a product prior to a purchase in a physical store. eBay, 
Google, and local group buying sites are vying for a share of this market by offering 
tools to consumers and merchants to bridge the gap between online research and 
offline sales. eBay recently purchased Milo which lists over 3 million products from 
50K stores including Target, Macy’s, Best Buy, and Crate & Barrel. The company 
also added RedLaser’s leading smartphone barcode scanning technology to allow 
consumers to comparison shop on the go. 


Risks to Rating and Price Target 


Amazon Continues to Gain Share 

Amazon’s ability to control the entire customer experience from shopping to 
fulfillment makes it the leading online retailer in the world. The company's Prime 
loyalty program gives it access to a high share of wallet among heavy online 
purchasers -- the 20% of online users that represent ~70% of eCommerce dollars. 
Amazon also allows third party sellers to outsource their order fulfillment and 
shipping function through a program called Fulfillment by Amazon (FBA). FBA has 
been highly successful for Amazon and increases Amazon’s stickiness among third- 
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party sellers as users can save on shipping by combining orders sold by Amazon and 
third-party merchants (also selling via Amazon.com). Amazon also grew active 
customers and sales/customer by 20% and 15% respectively in 1Q despite difficult 
comparisons. eBay has made numerous marketplace improvements, as indicated 
above, and the recent acquisition of GSI Commerce will likely provide the company 
with a fulfillment platform for sellers. 


Google Increasingly Focused on Retail 

eBay faces competition from Google on multiple fronts, though we believe the 
Marketplace business is more vulnerable to Google’s advances than PayPal. Over the 
last two years, Google has re-focused its search efforts in the retail vertical through a 
number of products. Google allows online retailers to submit free product listings on 
Google Product Search, which it monetizes through Google AdWords, its core search 
advertising system. Last year Google launched Blue Dot which allows users to 
search for in-stock items at near-by retailers, similar to eBay's integration with Milo. 
Moreover, Google is a source of 13% of incoming traffic to eBay.com (according to 
comScore), making it vulnerable to changes in Google's algorithm and search 
rankings. 


Table 20: Sources of traffic to eBay.com 


Total Unique 


Sources of Incoming Traffic Visitors (000) Entries (000) % of Entries 
Google Sites 25,390 101,588 13.1 
Logon 15,613 55,053 7.1 
Yahoo! Sites 14,039 69,991 9.1 
Microsoft Sites 10,959 51,606 6.7 
FACEBOOK.COM 10,611 47,926 6.2 


Source: comScore 


PayPal has Strong Competitive Advantages, Though Competition is Increasing 
PayPal is the undisputed leader in online alternative payments. However, as it tries to 
expand into offline/mobile payments, PayPal faces competition from several large 
technology and credit card players (Google, Amazon, Visa, MasterCard) and 
financial institutions. We believe PayPal is currently in an enviable position given its 
network of users and merchants online that can be easily migrated to the offline 
world. We believe PayPal’s most significant competition in mobile payments could 
come from the partnership of a consumer facing technology company (like Google or 
Apple) and one or more payment networks (Visa or MasterCard). Google recently 
partnered with MasterCard and Citibank to offer NFC (Near Field Communications) 
based payments at brick and mortar stores using mobile phones. Google is working 
with additional financial partners to increase the number of card providers it offers. 
In addition, several financial institutions plan to offer electronic P2P payments 
between customers via an email or phone number (rather than a check), which could 
potentially reduce PayPal’s P2P value proposition. 


Company Description 


eBay Inc. offers a portfolio of assets in the areas of e-commerce and online 
payments. The company is most well known for its e-commerce marketplace, 
which is the largest online marketplace. The Marketplaces segment provides 
online commerce platforms that enable buyers and sellers to interact and trade 
with one another. The Payments segment offers PayPal, a payments platform that 
enables online financing and payment solutions. eBay Inc. incorporated in 
California in May 1996, and reincorporated in Delaware in April 1998 is 
headquartered in San Jose, California. 
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eBay Focus Topics 


eBay Expanding from eCommerce to Commerce 


We believe the Internet sector is going through a significant shift wherein the lines 
between online and offline commerce are blurring. The smartphone is at the heart of 
this shift as it allows persistent access to information matched to a user's location. 
This phenomenon is increasingly enabling online advertising and eCommerce 
players to compete for online/mobile advertising dollars that lead users to offline 
purchases. While eCommerce represents 9% of US retail, web-influenced offline 
purchases represent 37% of all US retail, an opportunity 5x larger. We believe 
Google, eBay, Facebook, group buying sites are all vying for a piece of advertising 
related to web-influenced offline sales. 


Figure 44: US Web-influenced offline retail sales are over 5x eCommerce sales 


$ in billions 
ea mUS Web-influenced retail sdes ($ billions) $1,409 
$1,400 $1,213 $1,312 
$1,200 + $1,021 $1,115 
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$200 = 
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retail sales% of 
total US sales 


Source: Forrester Research 


In our view, eBay is one of the best positioned Internet companies to capitalize on 
the convergence of online advertising and offline commerce. Through the 
acquisitions of Where Inc. and RedLaser, eBay is able to get mobile distribution of 
ads and offers/listings at a hyper-local level while Milo provides it with a critical 
mass of real-time offline merchant listings. Most importantly, PayPal’s online wallet 
with 100 million accounts already signed up is the de facto online wallet and is easily 
extendible to the mobile phone. Through its integration with Bling Nation and 
VeriFone, PayPal has the first mover advantage in mobile payments. Bling Nation's 
technology is built into PayPal's mobile app. Using an RFID sticker on a phone, a 
consumer can swipe their phone against a VeriFone-enabled point of sale terminal in 
a physical retail location. eBay’s collection of assets makes it well-positioned to 
provide an end to end solution for local advertisers. 
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PayPal is a Unique Asset With a Large Opportunity 


PayPal is quickly establishing itself as a leading global payment processor with scale, 
facilitating over $92B in Total Payment Volume (TPV) in 2010. Though PayPal is 
the largest alternative payments provider online, it remains small compared to the 
total volume of large global players, such as Visa and MasterCard: its F’10 $92B 
TPV was less than 1% of the global general purpose card volume processed in 2010. 


Figure 45: PayPal’s Global Payment Volume Relative to Visa and MasterCard 
$ in billions 
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Source: Company reports, J.P. Morgan estimates. 
Note: Parts of PayPal volume may be processed using Visa or MasterCard’s network; Visa volume excludes Visa Europe. 


Financial Outlook 


We Expect Revenue to Grow 25% Y/Y in 2011 

We are modeling eBay’s 2011 revenue to grow 25% Y/Y, driven by 15% growth in 
the Marketplaces business, 24% growth in Payments revenue, and 15% growth from 
GSI Commerce. We expect US non-vehicles GMV to grow 8.5% in 2011, up from 
4.1% growth in 2010, as we believe new initiatives to improve the buyer and seller 
experience are paying off. However, we are modeling International non-vehicles 
GMV ex FX to grow 8.1% Y/Y, below 14.6% in 2010. In 2012, we are projecting 
eBay’s revenue to grow 18% Y/Y, marked by 7% growth in Marketplaces revenue, 
24% growth in Payments, and 9% growth from GSI Commerce. 


We continue to think PayPal is in an advantageous position in online payments, 
despite increased competition in the space. We expect PayPal’s TPV to grow 27% 
Y/Y in 2011, roughly in line with 2010’s 28% growth. In 2012, we are modeling 
TPV growth of 24% Y/Y. 


We Are Modeling Pro Forma Operating Margin In Line with 2010 Levels 

We are modeling a pro forma operating margin of 28.0% in 2011, slightly down from 
29.5% in 2010. In 2012, we expect PF operating margins to remain flat at 28.0%. 
Looking ahead, we believe modest margin expansion will be partially offset by 
business shifts toward the higher-growth but lower-margin PayPal business. 


In terms of earnings, we are modeling pro forma EPS of $2.00 in 2011, up from 
$1.73 in 2010. In 2012, we expect PF EPS to grow to $2.34. 
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Table 21: JPM Estimates vs. Consensus 
$ in millions, except per-share data 


eBay Inc 2Q11 2011 2012 2013 
Consensus JPM Estimate Consensus JPM Estimate Consensus JPM Estimate Consensus JPM Estimate 


Revenue 2,602 2,615 10,813 11,425 12,358 13,442 14,453 15,183 
EBITDA 904 903 3,788 3,775 4,328 4,384 5,070 4,947 
EPS $0.46 $0.47 $1.97 $2.00 $2.25 $2.34 $2.62 $2.69 


Source: J.P. Morgan estimates, Bloomberg 


Note: Pro Forma EPS estimates are used for both Consensus and JPM Estimates 


Valuation 


We are initiating with a year-end 2012 price target of $38/share for EBAY. Our price 
target is based on 14.1x our 2013 PF EPS estimate of $2.69. Our ~14x multiple 
implies a 0.9 P/E to growth (PEG) ratio on our 2010-2013 EPS CAGR forecast of 
15.8%. EBAY has historically traded at ~1x PEG. At $32, eBay currently trades at 
13.8x our 2012E PF EPS, a 0.9x PEG which is higher than our GOOG PEG of 0.7. 
Our DCF results in a value per share of ~$38 and assumes a 12% WACC and 1% 
long term growth rate. Our sum-of-the-parts analysis yields a $41 value per share 
assuming a 6x 2012 EBITDA multiple for the Marketplaces business and 17x 
multiple on PayPal. However, we believe PayPal and the Marketplaces business are 
synergistic so we ascribe a low probability to a PayPal spin-off in the intermediate 
term. 
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Overview of Payments Industry 


When a buyer pays a seller using cash, the transaction is self-contained. However, if 
a credit (or debit) card is involved, several other parties become involved in the 
transaction. We provide an overview below: 


Merchant Acquirers: Acquirers are the “distribution and sales” arm of the payments 
industry. Acquirers sign merchants to card acceptance agreements and are typically 
their first (and primary) point of contact. Acquirers earn a percentage (“discount 
rate”) of the sale amount, most of which is remitted to the card association and 
ultimately the card issuer as interchange income. Net acquiring revenues (after 
subtracting interchange and payment network fees) are a fixed transaction fee (for 
larger merchants) or a percentage of the sale amount (for smaller merchants). 
Notable U.S. merchant acquirers include: Chase Paymentech, First Data, Elavon, 
Global Payments and Heartland Payments. PayPal is also a Merchant Acquirer by 
offering small merchants the ability to accept online payments using PayPal as well 
as Visa and MasterCard. 


Merchant Processors: Merchant processors are the gateway to the payment 
networks, providing authorization, data transmission, data security and settlement 
functions to merchant acquirers. Processing is a scale driven business, with only a 
handful of large players, and is often an outsourced service utilized by merchant 
acquirers. Notable processors include: First Data, TSYS and Global Payments. 
Processors typically earn a flat fee per transaction processed and source their 
transactions from their own sales force or from independent (ISO) acquirers who 
outsource their network gateway and settlement needs. The terms “merchant 
acquirer” and “merchant processor” are often used synonymously, but they are in 
fact two distinct functions which, in some cases, are provided by the same entity, but 
can be provided by separate entities. 


Payment Networks: Payment networks are the backbone of the electronic payments 
system, connecting and switching transactions between acquiring banks and issuing 
banks, enabling electronic payment, clearing and settlement. Network providers 
govern interchange rates for their respective issuers, set rules and compete on the 
basis of merchant acceptance, reliability, price and additional services. Network 
operators earn transactional fees based on the number of transactions processed and 
in some cases a licensing or assessment fee based on the notional purchase amount. 
Notable network providers include: Visa, MasterCard, American Express, 
Discover/PULSE, Interlink (Visa), NYCE (Metavante), China UnionPay and STAR 
(First Data). 


Card Issuer Processors: Issuer processors provide outsourced authorization, 
settlement, customer service/call centers, loyalty program administration and 
statement printing and mailing services to the issuing community. Notable players 
include: TSYS, First Data and FIS. Issuer processors have historically earned a 
nominal monthly service fee (per active account) from the card issuer, and in some 
cases a transaction fee, but can also sign licensing agreements with the largest card 
issuers interested in running this function in-house. Issuer consolidation and a mix 
shift to lower revenue-producing retail and debit cards are putting downward 
pressure on industry growth and margins, in our view. 


Card Issuers: Card issuers market card-based products to consumers, generating 
transaction fees (e.g. interchange), nuisance fees (e.g. late fees) and net interest 
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margin in the case of revolving cards. Card issuers typically pay the network 
associations a transaction fee and a royalty fee based on the purchase amount. 


Figure 46: Example of a Credit Card Payment Processing Cycle 
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Net Revenues 30.30 


Note: The sample transaction flow above assumes the acquiring and processing functions are performed by separate entities, however, in some instances these 
functions are performed by the same entity in which case there wouldn't be an explicit “processing fee.” Figures are rounded and can vary depending on 
payment and merchant type. 


Source: J.P. Morgan 
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Initiating with a Neutral Rating and $18 YE12 Price Target 


Resolution around Alipay and monetization of Yahoo! Japan could be near-term 
catalysts, and valuation at 1.9x 2012E EBITDA is low. But Yahoo!’s core business 
remains challenged, particularly search (~37% of gross revenue) which is losing share 
and not yet benefiting from being outsourced. Yahoo! still has strong China exposure, but 
monetization of Alibaba Group may be far out. 


Investment Thesis 


Still Well-Positioned In China 

Despite the recent transfer of Alipay from Alibaba to Jack Ma, we believe Yahoo!'s 
investment in Alibaba Group still gives it the best exposure to China of all the major U.S. 
Internet companies. Though China offers the largest Internet market in the world with 
over 400 million users, it has been challenging for U.S. Internet companies such as 
Google, eBay, and Yahoo! to independently make significant headway in the market due 
to cultural and regulatory differences. We value Yahoo!'s 43% stake in Alibaba Group at 
~$6.2B ($4.70/share) including Alibaba.com at $1.5B ($1.13/share) and Taobao at $4.7B 
($3.57/share)—and that’s after factoring in a 30% illiquidity/tax discount. We are not 
assigning any value to Alipay given the recent transfer of the asset and our view that 
Alibaba Group may realize only limited compensation in return. However, we do expect 
the value that Alipay provides for Taobao to be preserved. We believe there is a 
significant opportunity for Alipay in off-Alibaba payments over time, but it appears 
Yahoo! will not reap those benefits going forward. We show our full Alibaba Group 
valuation analysis in the Yahoo! Focus Topics section of this report. 


Alibaba Group has leadership positions in B2B, B2C, and C2C eCommerce, making it 
the de facto Amazon and eBay in China. According to iResearch, China eCommerce 
(C2C and B2C) is expected to be a $116B industry in 2011, reaching $223B by 2013. In 
2010, Taobao had $61B in GMV (gross merchandise value) on its platform of which 
$4.5B was from Taobao Mall, the company’s B2C site. Taobao Mall is the top B2C 
ecommerce site in China with 52% market share according to iResearch. Alibaba Group's 
CEO, Jack Ma, recently announced a re-org of the Taobao unit into three separate 
businesses: 1) Taobao Marketplace (the leading C2C eCommerce site in China); 2) 
Taobao Mall (top B2C shopping site); and 3) eTao (product search engine). The 
company also left open the possibility of an Alibaba Group IPO in the future. 


Yahoo! Properties Among Leaders In Most Categories 


Despite perception to the contrary, in the U.S. Yahoo! remains the top property on the 
web according to comScore with 188MM unique users. In addition, Yahoo! holds 


Yahoo! Inc (YHOO;YHOO US) 


Company Data FYE Dec 2009A 2010A 2011E 2012E 
Price ($) 14.86 EPS Reported ($) 

Date Of Price 12 Jul 11 Q1 (Mar) 0.08 0.22 0.17A - 
52-week Range ($) 18.84 - 12.94 Q2 (Jun) 0.10 0.15 0.17 - 
Mkt Cap ($ mn) 19,617.95 Q3 (Sep) 0.13 0.29 0.18 - 
Fiscal Year End Dec Q4 (Dec) 0.11 0.24 0.24 - 
Shares O/S (mn) 1,320 FY 0.42 0.90 0.77 0.89 
Price Target ($) 18.00 Bloomberg EPS FY ($) 0.62 0.72 0.80 0.92 
Price Target End Date 31 Dec 12 Source: Company data, Bloomberg, J.P. Morgan estimates. Note: JPM estimates are GAAP while 


Bloomberg estimates are Pro Forma. 
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leadership positions in several online categories including Homepage, Mail, Finance, 
Sports, Entertainment (TV/Movies), News, and Autos according to comScore. Though 
fragmentation is clearly occurring across the web, we believe Yahoo! is leveraging social 
media sites such as Facebook to reach users that increasingly find information through 
multiple sources. 


Figure 47: Yahoo! Properties Among Leaders In Several Categories 


Business/Finance - Total Unique Total Unique Travel - Total Unique Total Unique 
News/Research Visitors (000) Entertainment - Movies Visitors (000) Information Visitors (000) e-mail Visitors (000) 
1 Yahoo! Finance 40,884 1 IMDb 42,128 1 TravelAdNetwork 18,485 1 Yahoo! Mail 92,233 
2 AOL Money & Finance 20,719 2 Yahoo! Movies 27,538 2 Yahoo! Travel 15,378 2 Google Gmail 55,633 
3 Dow Jones & Company 18,239 3 Fandango Movies Portfolio 14,247 3 Tripadvisor Sites 9,529 3 Windows Live Hotmail 43,648 
Total Unique Total Unique Total Unique Total Unique 
General News Visitors (000) Automotive Visitors (000) Search/Navigation _ Visitors (000) Sports Visitors (000) 
1 Yahoo! News Network 90,301 1 eBay Motors U.S. 14,438 1 Google Search 157,759 1 Yahoo! Sports 47,728 
2 CNN Network 82,339 2 Yahoo! Autos 14,158 2 Bing 98,643 2 ESPN 38,141 
3 HPMG News 55,403 3 AutoTrader 10,296 3 Yahoo! Search 96,695 3 FOXSports.com on MSN 27,770 


Source: comScore, May 2011 data. 


A Key Platform for Display Advertising 

Yahoo!’s significant reach and strength in key verticals makes it a compelling platform 
for large brand advertisers and agencies looking to build awareness online. Yahoo! is the 
largest seller of premium/guaranteed display advertising worldwide. Though we expect 
non-guaranteed display advertising to outpace guaranteed display, we believe guaranteed 
display will continue to remain relevant to large brands that are shifting ad dollars from 
print and other offline media. For example, a movie studio will likely continue to covet 
guaranteed placement of branded display ads the day a film premiers. Moreover, Yahoo! 
has a seasoned display sales force with established advertiser relationships that is a 
necessary part of running a successful premium display ad campaign. Despite pressures 
from ad networks and competitive exchanges, Yahoo! remains an important place 
for brands to get broad exposure in a clean environment. In 2010, we estimate 
Yahoo! had 15% of the US display ad market, making it one of the largest sellers of 
display ads on its own inventory. 


Risks To Rating and Price Target 


Direct Threat to Yahoo! Mail from Social Networks 


Mail represents almost half of all users, page views, and time spent on Yahoo!, making it 
one of the primary front doors to the Yahoo! portal and an extremely important driver of 
traffic to other high value Yahoo! properties such as Search, Finance, Entertainment, and 
Autos. However, the advent of social networks and competitive email services (such as 
Gmail) are changing the way users communicate and share information. According to 
comScore, Yahoo! Mail's unique users fell 6% Y/Y for the 3 months ending May 2011, 
while minutes, page views, and visits all fell ~ 20% Y/Y during the same period. Though 
some of these losses can be attributed to secular changes in user behavior, we believe 
Yahoo! is also losing share in email. Google's Gmail users are up 23% Y/Y with time 
spent, page views, and visits all showing solid growth. As Yahoo! Mail is an important 
reason why users visit Yahoo.com (i.e. the Yahoo! Homepage), the decline in Mail usage 
has resulted in similar declines in usage of Yahoo!’s homepage, the company’s marquee 
property. In response, Yahoo! is now more deeply personalizing “Today module” content 
and opening up the homepage to 3rd-party content, but these enhancements have not yet 
stabilized usage activity. 


China Investments are Valuable but Come with Risks and Illiquidity 

As we identified out in our investment points, Yahoo!’s 43% ownership of Alibaba 
Group is a significant source of value for the company and has been a major rationale for 
owning the stock in the past. However, the company's relationship with Alibaba Group 
has clearly deteriorated over the years. Most recently Yahoo! disclosed that Alibaba 


74 


Doug Anmuth 
(1-212) 622-6571 
douglas.anmuth@jpmorgan.com 


North America Equity Research J.P Morgan 


13 July 2011 


Group's Alipay payments business would be divested into a separate entity held outside 
Alibaba Group in order for it to receive an online payment license that complies with 
Chinese banking rules that restrict foreign ownership. Yahoo! had accused Alibaba of 
transferring Alipay outside the Alibaba Group without Yahoo!’s knowledge or approval. 
Since then Alipay has received its license from the Chinese central bank. We believe the 
controversy has raised concerns about the potential for similar issues occurring with 
regard to Alibaba Group's other properties, Alibaba.com and Taobao, in the future. We 
believe the risk of this occurring is fairly low and that Chinese authorities would likely 
prefer the companies come to an agreement as it could have broader implications for 
foreign investment in China. 


Alibaba Group remains a private entity and Taobao is being split into 3 businesses. And 
the China bull case for investment in Yahoo! is contingent upon the market attributing a 
public market value to these assets through an IPO or some other means of monetization 
which has been speculated in the press for several years now. Without a reasonable time 
horizon for monetization of these assets, it may remain challenging for Yahoo! to unlock 
value from its Alibaba Group investment. Additionally, the Taobao split likely reduces 
the chances of a separate Taobao IPO. 


Search RPS Declines are a Concern 

During 1Q11 earnings, Yahoo! noted that it wasn't seeing the U.S. RPS (revenue per 
search) improvements it previously expected from migrating its search advertisers to 
Microsoft's platform. However, these declines in RPS did not translate into a revenue 
shortfall as Yahoo! has RPS guarantees from Microsoft through 1Q12 (18 months 
beginning 4Q10). We believe these issues may further delay Yahoo!’s stated goal of 
achieving mid single digit RPS growth from the Microsoft search alliance. Moreover, 
though the companies have identified the technical issues in AdCenter, there is a small 
risk that Yahoo!’s RPS guarantees run out in 2012 with RPS remaining below the 
previously agreed upon baseline. Additionally, Yahoo!’s agreement with Microsoft 
guarantees RPS, not revenue overall. It is critical that Yahoo! maintains its market 
share which fell to 15.9% in May 2011 from 16.6% a year ago. 


Lack of a Significant Mobile Presence 

Smartphone adoption and availability of high speed 3G/4G wireless connections are 
moving an increasing amount of Internet activity towards mobile devices. According to 
data on the top free all-time downloads for the iPhone/iPad released by Apple, Yahoo! 
did not have a presence in the top 10. Facebook, Pandora, and Google were the top free 
apps on the iPhone while Pandora, Google, and Movies by Flixster were the top free iPad 
apps through January 2011. We believe Yahoo! needs to continue innovating in mobile 
in order to transfer the Yahoo! brand and experience towards mobile. The company has 
signed search partnerships with over 100 mobile OEMs and carriers over the last several 
years. In 2010, Yahoo! extended its partnership with Nokia to be the exclusive provider 
of Mail and Chat services on Nokia devices. We believe the partnership with Nokia 
should help increase Yahoo!’s reach in countries such as India where Nokia has a 
dominant share of the mobile market. 


Company Description 


Yahoo! Inc., together with its consolidated subsidiaries (“Yahoo!” or the “Company’”’), is 
a premier digital media company that offers communication, content and a community 
platform that delivers consumer experiences and advertising. Yahoo!, one of the most 
trafficked Internet destinations started off as a website directory and eventually 
diversified into a web portal, with content including news, entertainment and services 
like Yahoo! Mail, Finance, Messenger. Yahoo!, founded in 1994, provides services in 
more than 15 languages in over 20 countries and is headquartered at Sunnyvale, 
California. 
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Social Networks Fundamentally Changing the Way Users Communicate 


Yahoo! Mail has long been one of the key pillars of Yahoo!'s strong presence on the web 
contributing almost half Yahoo!’s US usage in terms of page views and time spent. We 
believe social networks are altering the way users communicate over the web, resulting 
in a share shift from email to sites such as Facebook. For the three month period ending 
in May 2011, almost every email and messenger service (with the exception of Gmail 
and Windows Live Messenger) saw declines in Y/Y unique users, page views, minutes, 
and visitation. During the same period, Facebook witnessed high double-digit growth in 
users and usage. We acknowledge that comScore's figures above do not incorporate 
mobile email usage, so user behavioral shifts from PC to mobile email consumption are 
not factored in the numbers, though we would argue that the shift to mobile has not been 
a headwind for Facebook and Gmail. 


Table 22: Yahoo! Mail a Major Driver of Usage on Yahoo! Sites 


Yahoo! Sites Total 
Yahoo! Mail 

Yahoo! News Network 
Yahoo! Homepages 
Yahoo! Search 
Yahoo! Answers 
Shine 

Yahoo! Movies 
Yahoo! Shopping 


Total Unique Visitors (000 and % of = Total Pages Viewed (MM and % of Total Minutes (MM and % of 


Total) Total) Total) 
188,225 38,048 37,461 
49.0% 43.8% 46.2% 
48.0% 14.0% 11.9% 
58.3% 12.5% 8.4% 
51.4% 9.7% 4.3% 
36.5% 1.2% 1.0% 
18.7% 0.6% 0.4% 
14.6% 0.5% 0.4% 
14.2% 0.2% 0.1% 


Source: comScore. May 2011 data. Note: Unique Visitors are duplicative and may total to over 100% 


Table 23: Yahoo! Mail and Yahoo! Homepage Pageviews Have Declined 


Total Unique Visitors (000) Total Minutes (MM) Total Pages Viewed (MM) Total Visits (000) 

May-11 YIY (%) May-11 YIY (%) May-11 YIY (%) May-11 YIY (%) 
Total Internet-Total Audience 214,456 0 408,441 -1 579,000 0 15,640,801 1 
Facebook 154,747 26 54,810 65 92,163 79 5,279,364 39 
Google Gmail 53,452 23 4,440 3 4,151 12 738,859 11 
AOL Email 26,052 8 8,301 0 5,258 9 611,664 -7 
Windows Live Messenger 16,138 12 5,080 5 91 -50 71,373 51 
Windows Live Hotmail 43,235 9 9,642 6 8,317 -17 701,951 -21 
Yahoo! Homepages 107,948 5 3,118 -19 4,647 -16 2,116,170 -16 
Yahoo! Mail 90,534 6 17,553 -20 16,304 -20 1,712,997 -17 
Yahoo! Messenger 16,683 -29 4,042 -33 M4 -10 42,779 -28 
ICQ (w/ history) 244 -50 14 -66 4 -60 1,533 -46 
Myspace 36,016 -48 1,102 -88 2,020 -88 117,832 -87 


Source: comScore MediaMetrix. 3 months ending May 2011. 
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In the case of Yahoo! Mail, which is a front door to the portal, the declines in email 
usage are even more critical. We believe Yahoo! Mail is a key reason why several users 
start a browsing session on the Yahoo! Homepage followed by a visit to Yahoo! Mail. 
According to comScore, 21% of outgoing traffic (i.e. exits) from the Yahoo! Homepage 
leads to Yahoo! Mail. Moreover, the decline in Yahoo! Homepage traffic Y/Y is similar 
to the decline in Yahoo! Mail traffic. Though Yahoo! Mail is the largest contributor to 
usage, on a direct revenue basis its impact is much lower due to lower eCPMs relative to 
other high value properties such as the Homepage, Finance, Autos, Search, and Sports. 
However, Yahoo! Mail’s indirect impact on these other high value properties cannot be 
understated. Over time, as usage of Yahoo! Mail decreases, so could visitation to the 
Yahoo! Homepage, which in turn drives ~ 34% of inbound traffic (i.e. entries) to other 
high value Yahoo! properties described above. 
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Figure 48: Yahoo! Homepages is a significant source of traffic to high value Yahoo! properties 
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Source: comScore, May 2011 data. 


Yahoo! has recently addressed some of the Mail traffic losses by introducing a new user 
interface, which appears cleaner and faster based on our testing. We believe Yahoo! 
needs to continue innovating and reinvesting in its Mail/Messenger products in order to 
keep up with shifting user behavior. 


Asian Assets Worth Nearly Half of Yahoo!'s Value 

We value Yahoo!’s Asia assets at $7.63/share applying a 30-40% tax/illiquidity discount 
to our valuation of Yahoo!’s stakes in Alibaba.com, Taobao, and Yahoo! Japan. Alibaba 
Group's Taobao unit remains private and the case for investment in Yahoo! is contingent 
upon the market attributing a public market value to these assets through an IPO or some 
other means of monetization which has been speculated in the press for several years 
now. Alibaba Group recently split Taobao into three companies, effectively eliminating 
the chances of a separate Taobao IPO. 


Our base case valuation for Taobao is ~$15B which assumes $132B in 2012 GMV 
(Gross Merchandise Value), a 1.5% revenue take rate and 15% EBITDA margin. We 
believe our estimates are appropriate given the company expected to double GMV in 
2010 to $61B after more than doubling in the previous two years. Moreover, we believe 
our revenue take rate assumption of 1.1% in 2010 is reasonable given Alibaba Group (ex 
Alibaba.com) revenue in 2010 was $748MM. Alibaba Group (ex Alibaba.com) revenue 
primarily consisted of Taobao (89%), Alipay, and Alimama (advertising) revenue. 
Though our base case EV/EBITDA multiple of 50x 2012 appears high, we believe it is 
fair when considering EBITDA growth of over 100% for the next several years. Our 
valuation implies a 2012 revenue multiple of 8x.We are not currently assigning any value 
to Alipay given its transfer out of Alibaba Group and what we believe will be limited 
remuneration. 


We value Yahoo!’s 35% stake in Yahoo! Japan at $2.92 using a 40% illiquidity/tax 
discount. At the company’s investor day in May, Yahoo! noted it was looking at various 
strategic options to monetize its stake in Yahoo! Japan, including: 1) A traditional spin- 
off; 2) Trading stock; or 3) Other structures that might involve multiple parties. We 
believe a tax-efficient spin-off of Yahoo! Japan could unlock some of the illiquidity 
discount currently factored into Yahoo!'s ownership of Yahoo! Japan. 


Table 49: Potential Yahoo! Japan Monetization Scenarios 


Potential Scenarios Challenges Level of Yahoo! Interest 
Outright Sale Inefficient Monetization Depends on Use of Proceeds 
Traditional Spin-off Consent & Support Required High 

Tracking Stock Unique Solution High 

Other Structures Involve Multiple Parties Depends on Value-Sharing 


Source: Yahoo! Investor Day 
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Figure 50: Taobao Estimated Financials and Valuation 


$ in millions 
VALUATION Low [ Base | High 
Taobao 2012 EBITDA $315.0 $315.0 $315.0 
Taobao EBITDA Multiple 40.0x 50.0x 60.0x 
Implied EV / 2012 Revenue Multiple 6.0x 7.5x 9.0x 
Implied Multiple on GMV 0.1x 0.1x 0.1x 
Exchange Rate $1=6.6CNY 
$'s in Millions, unless otherwise noted 2003A 2004A 2005A 2006A 2007A 2008A 2009A 2010E 2011E 2012E 
Registered Users 4.0 98.0 
Y/Y Increase 1718% NA 


$99,960 
131% 


$810 


Total GMV (CNY) 
Y/Y Increase 


123% 98% 


Y/Y Increase 


0.6% 0.8% 


Assumed Take Rate 


167.6% 164.5% 


Y/Y Increase 


3.0% 5.0% 


EBITDA Mgn 


Y/N Increase po NAL NAL NAL NAL NAY 340.8%) 474.7%) 134.0% 


Source: Company reports and J.P. Morgan estimates. 
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Figure 51: Yahoo! Asia Assets Valuation 
$ in millions 


Price per share 
Shares outstanding 
Market Capitalization 

+ Debt 

- Cash 

- Yahoo! Japan 

- Alibaba 


Yahoo! Japan Valuation 

As of 

Total Yahoo! Japan Enterprise Value 

Yahoo! stake 

Market value of Yahoo! Japan stake ($MM) 
Less 40% Discount 

Discounted value of Yahoo! Japan stake ($MM) 

Value of Yahoo! Japan per share 


Total Alibaba Enterprise Value 

% Yahoo! ownership 

Market value of Yahoo!'s Alibaba.com stake ($MM) 
Less 30% Discount 

Discounted value of Alibaba.com stake ($MM) 

Value of Alibaba.com B2B per share 


Estimated value of remaining assets in Alibaba Group 
% Yahoo! ownership 
Value of Yahoo!'s Stake in Alibaba Group 

Less 30% Discount 
Discounted value of Yahoo!'s Alibaba Group stake 
Value of Alibaba Group per Yahoo! share 


Total discounted value of Alibaba to Yahoo! 
Total value per share 


Source: J.P. Morgan estimates, Company data, Bloomberg. 


Core Display Advertising Business is Losing Share 


2011E 

$14.86 
1,328 
$19,729 
4,093.3 
3,880.1 
6,245.0 


07/12/11 
$18,588 
34.8% 
$6,467 
$2,587 
$3,880 
$2.92 


07/12/11 


$7,567 
28.4% 
$2,149 
$645 
$1,504 
$1.13 


$15,750 
43.0% 
$6,773 
$2,032 
$4,741 
$3.57 


$6,245 
$4.70 


J.P Morgan 


2012E 

$14.86 

1,333 
$19,804 


6,009.8 
3,880.1 
6,245.0 


07/12/11 
$18,588 
34.8% 
$6,467 
$2,587 
$3,880 
$2.91 


07/12/11 


$7,567 
28.4% 
$2,149 
$645 
$1,504 
$1.13 


$15,750 
43.0% 
$6,773 
$2,032 
$4,741 
$3.56 


$6,245 
$4.69 


2013E 

$14.86 
1,338 
$19,878 


7,577.8 
3,880.1 
6,245.0 


07/12/11 
$18,588 
34.8% 
$6,467 
$2,587 
$3,880 
$2.90 


07/12/11 


We believe the display industry is undergoing a period of unprecedented change in the 
way ads are bought, sold, and performance is measured. In our view, three significant 
changes are occurring in the industry: 1) alternate ad formats are replacing standard 


banner ads; 2) automation of the display buying/selling/fulfillment process; and 3) 


improved ad targeting. Though CPM-based advertising formats will likely continue to 


remain relevant in brand advertising, we believe a shift towards performance-based 


display has been occurring over the last several years and is likely to continue. According 


to IAB figures, performance based ad formats accounted for 62% of total online 


advertising revenue, up from 59% in 2009, despite search and lead generation formats 


declining Y/Y. 
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Figure 52: Performance Based Ads Taking Share 
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Source: IAB 2010 Report. 


Since the US display industry began shifting towards performance based ads in 2006, 
Yahoo! has lost share in its core display ad business. According to our estimates, 
Yahoo!'s share of US display ad revenue has dropped from 20% in 2006 to 15% in 2010. 
We attribute these share declines to fragmentation of the Web and to growth in Google 
and Facebook's display ad businesses which have been able to leverage significant 
growth in display impressions created by smaller sites and user-generated content. 


Figure 53: Yahoo! has been losing share as advertisers shift to performance-based display 


% 


21.0% 18.8% 19.9% 


17.0% 


13.0% 


9.0% 


5.0% 


2005 2006 2007 2008 2009 2010 
=== Yahoo US Display Share (%) 


Source: Company reports and J.P. Morgan estimates. US display data from IAB/PwC. 


Financial Outlook 


We Expect Net Revenue to be Roughly Flat in 2011 

We are modeling Yahoo!’s net revenue to remain roughly flat Y/Y in 2011, as strength in 
the display business is offset by search weakness. We expect growth to return in 2012, 
and are modeling net revenue to grow 6.5% Y/Y. 


Search. We are modeling Yahoo!’s search net revenue to decline 7.6% Y/Y in 2011, as 
RPS improvements from the Microsoft search alliance are developing slower than 
expected. In 2012, we are projecting search net revenue to grow 4.2% Y/Y, partially due 
to easier comps. 


Display. We are modeling Yahoo!’s display net revenue to grow 11.1% Y/Y in 2011, as 
we think Yahoo! remains an attractive place for brand advertisers to gain exposure. 
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Table 24: JPM Estimates vs. Consensus 
$ in millions, except per-share data 


Yahoo! Inc 2Q11 
Consensus JPM Estimate 


Revenue 1,105 

EBITDA 402 

EPS $0.18 
Source: J.P. Morgan estimates, Bloomberg 
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However, we expect increased competition from Google and Facebook, both of whom 
are growing their display market share. In 2012, we are projecting display net revenue to 
grow 10.8% Y/Y. 


We Are Modeling EBITDA Margins to Grow ~250 bps in 2011 

We are modeling 2011 EBITDA margins (on net revenue) of 38.8%, up ~250 bps from 
36.3% in 2010, as the company remains focused on streamlining the business. In 2012, 
we are projecting further margin expansion, with EBITDA margins growing to 39.9%. 


We expect earnings expansion as well, and are modeling pro forma EPS of $0.90 in 
2011, up from $0.84 in 2010. For 2012, we expect PF EPS of $0.99. 


2011 2012 2013 
Consensus JPM Estimate Consensus JPM Estimate Consensus JPM Estimate 
1,113 4,548 4,581 4,801 4,878 5,134 6,173 

414 1,697 1,780 1,828 1,946 1,915 2,161 
$0.17 $0.79 $0.77 $0.93 $0.89 $1.06 $1.04 


Note: GAAP EPS estimates are used for both Consensus and JPM Estimates 


Valuation 


We are initiating with a year-end 2012 price target of $18/share for YHOO. Our price 
target is based on a 3.0x 2013 EV/EBITDA multiple which appears reasonable given a 
single digit 2010-2013 EBITDA CAGR. YHOO currently trades at 1.9x our 2012 
EBITDA estimate of $1.9B. On a PF EPS basis (which accounts for Yahoo!’s 
significantly higher tax profile relative to other Internet large caps), YHOO trades at 
14.9x 2012 PF EPS of $0.99. Our DCF implies a price target of $15 and assumes a 
11.5% WACC and 2.2% terminal growth rate. Our EV/EBITDA valuation analysis 
ascribes a value of $7.63/share to Yahoo!’s Asian assets (Yahoo! Japan @ $2.92/share + 
Alibaba Group @ $4.70/share) and includes a 30-40% tax/illiquidity discount. We have 
included a detailed analysis of Yahoo!’s Asian assets on page 80 of this report. 
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Netflix 


Table 25: NFLX Income Statement 


($ in millions, except per share data and as otherwise stated) 
2009A__3/M0A__—G/M0A__—9/10A_—12/10A_—2010A_ SS 3/11A SE —O1E —12/11E = 2011E ~—2012E_—2013E 


Revenues 
Subscription 1,670.3 493.7 519.8 553.2 595.9 2,162.6 718.6 795.9 853.9 915.4) 3,283.8) 4,38 5,400.4 
DVD & Advertising Sales = - - - - - - - S - e 2 
t s | | 3 "$3,2 | ] 7 


[ 

Cost of Revenues 
Content Acquisition -- DVD Revenue Sharing & Amortization a by ‘ (5.5 110.7 8 i i 87.8 98.9 
Content Acquisition -- Streaming Content Amortization E F A 70.2 93.3 5 : - 238.9 284.2 
Content Delivery -- DVD (Postage & Packaging) i F i 140.4 124.8 135.6 122.4 


Content Delivery -- Streaming 14.8 17.2 
Amortization of intangibles - - 0.14 0.14 ie} - - - - 
Total Cost of Subscription Revenues 907. 259.6 265.4 292.4 336.8 377.0 433.3 477.1 522.8 
Fulfillment 47.4 49.2 51.7 53.7 60.6 66.1 70.0 71.4 


DVD & Advertising Sales - - - - = Ss 
Total Cost of Revenues 1,078.9 307.0 314.6 344.1 390.5 1,356.2 437.6 499.3 
C Ss | | 05.4 | | 


Operating expenses 
Technology and development 

Marketing 

General and administrative 

Restructuring related and other (gain on disposal of DVDs) 
Stock-based compensation 
Amortization of other intangibles 


35.5 35.5 39.4 42.9 
74.6 73.8 80.5 61.6 
14.4 13.6 13.6 15.4 
(1.7) (2.0) (4.2) (1.2) 
55 6.9 7.3 


128.3 127.9 139.6 127.0 é i 187.6 198.0 


45.6 61.3 58.1 64.1 
103.0 91.8 102.9 107.9 
21.5 23.1 


13.0 14.0 


Interest income 

Interest expense A (4.9) (4.9 

(4.0) (4.0) (4.1) ; ; ; (3.4) (3.3) 

65.4 il : ‘ 105.6 105.4 

Income tax provision 22.1 29.9 274 38.0 42.2 42.2 
Income tax rate i 40.6% 40.7% 42.0% u 39.9% 38.7% 40.0% 40.0% 

GAAP Net income (loss) 32.3 43.5 38.0 47.1 60.2 63.4 63.3 63.7 250.6 371.9 
GAAP Basic income (loss) per share zl $0.61 $0.83 $0.73 — $3.06 $1.14 $1.21 $1.21 $1.22 $4.78 $7.16 | 

a r ; | r =a 


Total non-operating income (expenses) a 
Pre-tax income i 54.4 73.4 


Basic shares outstanding A 2 52.5 52.1 A F - A 52.4 
Diluted shares outstanding 54.3 53.9 53.8 
Non-GAAP Fully Taxed EPS Reconciliation: 
GAAP Pre-tax net income 98.2 105.6 105.4 106.2 

Stock-based compensation 14.0 15.0 


5.5 6.9 7.3 8.3 3 A 54.3 
Non-GAAP Pre-tax income 59.9 80.3 72.7 82.8 110.5 1186 1194 121.2 
Tax effect 24.3 32.7 30.5 30.5 118. 0 42.8 47.4 47.8 48.5 186.5 
Non-GAAP Fully taxed net income (loss) 35.5 47.6 42.202 52.3 67.8 71.2 71.7 72.7 
Non-GAAP Eully taxed basic income (loss) per share é $0.67 $0.91 $0.81 $0.99 $3.38 $1.28 $1.35 $1.37 $1.39 $5.40 
Basic shares outstanding Hl 7 2 F H i x Hl 52.4 52.2 
Diluted shares outstanding 53.8 53.6 
EBITDA Reconciliation: 
Operating Income 
Depreciation of PP&E 
Amortization of Content 
Amortization of Intangibles 


Stock-based comp, other non-cash charges . 7 H é 8.3 i i i 14.0 15.0 
EBITDA 


53.6 


54.4 73.4 65.4 74.6 


108.8 109.6 
9.8 10.0 10.0 10.0 
112.9 156.0 176.8 190.1 


GROWTH AND MARGINS 

Y/Y GROWTH 

Subscription revenue z B s 33.7% 23.0% 

DVD & Advertising sales revenue NA NA NA NA 
A | 


Gross profit . 38.3% f . - y 50.5% 44.6% 46.7% 56.4% 
Total cash operating expenses 29.1% 47.3% 37.7% 33.7% 42.1% 37.8% 64.0% 
Operating income 60.0% 46.5% 40.9% 75.2% 40.9% 56.5% 39.6% 
Operating income (ex stock comp) 61.2% 50.3% 46.1% 79.3% 44.8% 59.9% 43.6% 
Pre-tax income 45.3% 38.5% 29.6% 80.7% 43.9% 61.2% 42.5% 
GAAP net income 44.3% 34.1% 26.0% 86.6% 45.6% 66.6% 35.3% 
GAAP EPS 59.9% 47.3% 35.3% 88.5% 46.4% 66.9% 36.7% 
PF EPS 62.5% 51.8% 41.4% 92.5% 50.2% 70.1% 40.4% 
EBITDA 39.8% 7 Z . E 73.1% 81.3% 90.2% 69.0% 


% OF REVENUES 
Revenue sharing as a % of subscription revenue 

Content amortization as a % of subscription revenue 

Content Acquisition -- DVD Revenue Sharing & Amortization 
Content Acquisition -- Streaming Content Amortization 

Content Delivery -- DVD (Postage & Packaging) 

Content Delivery -- Streaming 

Total cost of subscription rev as a % of subscription rev. 
Fulfillment 

Cost of DVD & advertising sales as a % of DVD & ad sales rev. 
Total Cost of sales 

Technology and development 

Marketing 15.1% 14.2% 14.5% 14.3% 11.5% 12.0% 
General and administrative 2.9% 2.6% 2.5% 2.5% 2.7% 2.7% 
Total cash operating expenses g 25.2% 24.1% 23.2% 21.9% 21.5% 
MARGINS. 

Gross margin 


12.3% 13.4% NA NA 
15.7% 15.5% NA NA 
18.3% 16.2% 13.7% 
5.7% 7.3% 12.7% 
27.6% 26.5% 25.4% 
0.9% 1.0% 1.1% 
52.6% 51.1% 52.9% 
9.6% 9.5% 9.4% 
NA NA NA 
62.2% 60.5% 62.2% 
7.2% 6.8% 7.1% 


NA NA 
NA NA NA 
11.8% 10.8% 10.3% 
20.1% 25.2% 28.0% 
19.0% 16.7% 15.9% 
1.6% 1.7% 1.7% 
52.5% 544% 55.9% 
8.4% 8.3% 8.2% 
NA NA NA 
60.9% 62.7% 64.1% 
6.3% 7.7% 6.8% 


Operating margin (ex. stock comp) B 12.9% 16.2% 13.9% 14.6% 14.4% 15.9% 15.3% 14.4% 
EBITDA margin : 27.8% 30.6% 29.4% 32.2% 30.1% 33.0% 36.2% 36.2% 


13.6% 
35.5% 
Operating Leverage/Flow-through z 26.1% 25.7% 18.0% 18.8% : 22.0% 13.9% 15.7% 12.0% 


Source: Company reports and J.P. Morgan estimates. 
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Table 26: NFLX Subscriber & Revenue Analysis 


SUBSCRIBER & REVENUE ANALYSIS 2009A 3/10A 6/10A 910A 12/0A 2010A 3/11A 6/11E 9/11E 12/11E  —2011E 2012E 2013E 
Subscribers: Beginning of Period 12,268 13,967 15,001 20,010 23,600 
Plus: Net Additions 1,699 1,034 1,932 3,590 1,993 
Y/Y Growth 84.7% 257.8% 278.8% 111.3% 92.7% 
Q/Q Growth 46.6% -39.1% 86.8% 16.7% -44.5% 
Y/Y Growth 35.5% 41.5% 52.4% 63.1% 69.0% 70.6% 64.2% 
Q/Q Growth 13.8% 7.4% 12.9% 18.2% 17.9% 8.4% 8.6% 
Average Subscribers 13,118 14,484 15,967 18,472 21,805 24,596 26,695 
Paid Subscribers: end of period 13,622 14,577 15,863 18,268 22,078 23,852 25,851 
Y/Y Growth 34.7% 40.5% 46.4% 53.6% 62.1% 63.6% 63.0% 
Q/Q Growth 14.5% 7.0% 8.8% 15.2% 20.9% 8.0% 8.4% 
Average Paid Subscribers 12,757 14,100 15,220 17,066 19,670 22,965 24,852 
Y/Y Growth 32.3% 37.6% 43.5% 50.2% 54.2% 62.9% 63.3% 
Subscriber breakdown 
Free Subscribers as % of subs 2.5% 2.8% 6.3% 8.7% 5 6.4% 6.8% 7.0% 
Paid Subscriber as % of subs 97.5% 97.2% 93.7% 91.3% 93.6% 93.2% 93.0% 
Total Subscribers 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 
Y/Y Growth 8.9%  -10.7% -7.2%  -6.0% 
Q/Q Growth -1.4% -4.0% 2.8% -3.5% 


; | | | 
Y/Y Growth 22.4% 45.5% 53.1% 54.3% 53.6% 51.8% 23.0% 
Q/Q Growth 20.6% 10.8% 7.3% 7.2% 


Y/Y Growth 22.4% 27.3% 34.1% 29.5% 45.5% 53.1% 51.8% 33.7% 23.0% 
Q/Q Growth 5.3% 7.7% 20.6% 10.8% 
MARKETING EXPENSES 
Number of New Subscribers 3,059 5,649 6,299 5,384 24,963 28,832 32,869 
| 1 | | 


27.3% 


34.1% 
7.7% 


5.3% 


Y/Y Growth 13.2% 16.5% 2.1%  -26.1%  -55.9% -33.2%  -30.0% —-11.0% 30.0% 
Q/Q Growth 14.6% 13.1%  -18.5%  -43.9% 29.2% 18.6% 3.6%  -18.1% 


Calculated Marketing Expense 237.7 75.2 74.5 81.4 62.9 90.6 91.8 102.9 107.9 

Y/Y Growth 19.0% 20.9% 61.2% 39.0% -11.1% 20.4% 23.2% 26.4% 71.6% 
Q/Q Growth 6.4% -0.9% 9.2% -22.8% 44.1% 1.4% 12.0% 4.9% 
Reported marketing expense (ex-stock comp) 236.0 74.6 73.8 80.5 61.6 103.0 91.8 102.9 107.9 

SAC - U.S. domestic 

Marketing as a % of Revenue 14.1% 15.1% 14.2% 14.5% 10.3% 14.3% 11.5% 12.0% 11.8% 

USAGE METRICS 

Average disc rentals per month per paying subscriber 49 4.0 4.0 3.8 3.3 3.8 2:7 2.4 2.3 2.0 2.3 
Y/Y Growth -6.3% -13.1% -20.6% -23.9% -35.0% -24.2% -31.7% -39.0% -39.0% -39.0% -37.4% 

Q/Q Growth -22.7% 0.1% -3.1% — -13.2% -18.8%  -10.6% -3.1% — -13.2% 

Total DVDs Shipped to Paying Subscribers 620,992 | 151,664 167,785 175,423 170,647) 665,520} 159,702 166,705 174,727 167,436) 668,571 | 665,539 | 646,400 
Y/Y Growth 18.6% 14.9% 9.3% 9.1% -2.4% 7.2% 5.3% -0.6% -0.4% -1.9% 0.5% -0.5% -2.9% 
Q/Q Growth -13.2% 10.6% 4.6% -2.7% -6.4% 4.4% 4.8% -4.2% 

Total DVDs Shipped to Paying & Free Subscribers 635,771 | 155,950 172,361 184,033 184,707) 697,050} 177,036 178,546 187,685 180,039) 723,307 | 725,511 | 712,334 
Y/Y Growth 18.9% 15.7% 10.0% 11.9% 2.7% 9.6% 13.5% 3.6% 2.0% -2.5% 3.8% 0.3% -1.8% 
Q/Q Growth -13.3% 10.5% 6.8% 0.4% -4.2% 0.9% 5.1% -4.1% 

CONTENT DELIVERY COSTS 
Y/Y Growth ; 20.5% 14.9% 11.7% -1.4% : 0.0% -3.6% -3.4% 

Q/Q Growth 7.9% 1.1% 1.8%  -11.1% 9.4% -2.6% 2.0% 
Cost of one-way DVD postage & packaging i $0.45 $0.41 $0.40 $0.37 R $0.43 $0.40 $0.39 
Y/Y Growth 5 4.8% 5.1% 2.4% 1.0% -5.0% -3.0% -3.0% 

Streaming Usage & Delivery Cost 

% of subscribers using streaming 55% 61% 66% 70% 73% 76% 79% 

Total number of subscribers using streaming 7,682 9,151 11,176 14,007 17,228 19,450 21,960 
Y/Y Growth . 107.0% 133.3% 145.4% 137.9% 3 124.3% 112.6% 96.5% 

Q/Q Growth 30.5% 19.1% 22.1% 25.3% 23.0% 12.9% 12.9% 

Avg hours streamed per user/month (estimated) 7.06 TAQ 8.09 8.73 F 9.26 9.90 10.60 
Y/Y Growth 105.0% 44.8% 33.5% 31.1% 31.1% Z 31.1% 32.3% 31.1% 

Q/Q Growth 6.0% 6.0% 8.0% . 6.0% 7.0% 7.0% 

Cost per GB streamed $0.034 $0.028 $0.026 $0.023 i i $0.024 $0.024 $0.021 
Y/Y Growth -36.5%| -30.0%  -28.0%  -26.0% -15.0% -9.0% -9.0% -9.0% 

eli . ¢ ! t | i | Q i 

Y/Y Growth 207.6%} 109.8% 124.3% 138.0% 133.8% 149.8% 155.9% 134.4% 116.1%) 136.1% 56.9% 25.6% 
Q/Q Growth 34.6% 17.8% 17.0% 26.1% 43.9% 20.6% 7.1% 16.2% 

i | 984,828 633,817, 

Y/Y Growth 26.1%) 22.2% 17.0% 14.3% 2.1% 4.9% 2.4% 2.5% 5.2% 3.7% 6.2% 2.1% 

Profitability per paying subscriber 

Average Monthly revenue per paying subscriber $13.30 $12.90 $12.29 $12.12 $11.64 $12.19 $11.97 $11.55 $11.45 $11.12 $11.53 $10.84 $10.30 

Average Monthly gross profit per paying subscriber $4.71 $4.87 $4.84 $4.57 $4.01 $4.55 $4.87 $4.31 $4.11 $3.90 $4.23 $3.94 $3.69 
Y/Y Growth 2.7% 4.5% 6.8% -1.7% — -19.1% -3.5% 0.0%  -11.0%  -10.0% -2.8% -6.9% -7.0% -6.4% 

Gross Profit Margin 35.4% 37.8% 39.4% 37.8% 34.5% 37.3% 40.7% 37.3% 35.9% 35.1% 36.7% 36.3% 35.8% 

Household Penetration 
Bay Area HH penetration 22.6% 24.0% 26.0% 27.0% NA 24.0% 

U.S. HH penetration 10.8% 12.0% 13.0% 14.0% NA 12.0% 


Source: Company reports and J.P. Morgan estimates 
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Table .27: NFLX Statement of Cash Flows 


($ in millions) 
2009A 3/10A 6/10A 9/10A 120A 2010A3/1A/11EO/M1E 12/41E = 2011E = 2012E~— 2013E 


Net income (loss) 115.9 250.6 371.9 468.6 
Adjustments to reconcile net income (loss) to net cash 
Depreciation of property and equipment SE RAC DORI EINE 


Amortization of intangible assets / debt issuance costs 


Noncash charges for equity instruments granted A “ - - 
Stock-based compensation expense 8.3 H 12.3 13.0 14.0 15.0 
Stock option income tax benefits (27.5) ff (15.7) (10.0) (10.0) (10.0) 
Loss (gain) on disposal of short term investments : E (0.3) dl - - - - 
Loss on disposal of property and equipment . 0.1 R - - - - 
Gain on disposal of DVD's / sale of investment in business (1.4) A (0.9) (1.0) (1.0) (2.0) 
Non-cash interest expense - - - 
Deferred income taxes , . . . (5.0) - 
Changes in Working Capital 
Prepaid expenses and other current assets (28.9) (12.6) . (3.3) A (19.0) 34.9 
Other current assets - - - - - - 
Accounts payable 41.7 61.2 2 78.0 F 54.3 79.5 
Accrued expenses F 18.0 27.5 . 22.7 . 22.9 (10.9) 
Deferred revenue A i 1.6 24.2 ‘ 15.9 5 (4.3) 12.3 
Deferred rent/other assets, liab. 7 i F 8.5 37.0 21.7 - - - 
Change in Working Capital 40.9 137.3 134.9 f 53.8 115.8 R E E 
Net cash provided by (used in) operating activities 1163 988 36.1 1007 
Purchases of short term investments (15.4) (34.2) 
Proceeds from sale of short term investments y 44.2 21.3 - 
Purchases of property and equipment E (7.3) (14.4) i (9.6) (10.2) (18.3) 
Acquisition of intangible asset B 5 (0.4) 


Proceeds from sale of DVDs / sale of investment in business 
Investment in business 


} 2) 
0.7 - - 
Deposits and other assets 14 1.4 1.4 


0.1 0.2 0.0 0.0 0.0 0.1 1.4 - - 
Net cash provide by (used in) investing activities (246.1) (40.8) (11.5) (5.6) (58.2)} (116.1) (73.7) (33.4) (34.2) (43.0) 2 (165.4) (171.4) 


Proceeds from issuance of redeemable cnvrt prfd stk 
Proceeds from issuance of common stock 

Proceeds from issuance of stock via employee plans 
Net Proceeds from issuance of sub. notes / warrants - > - - > > - 
Repurchase of Common stock z (107.7) (45.1) (57.4) F (108.6) (40.0) (40.0) (40.0) 


Proceeds from issuance of notes payable A - - - 
Excess tax benefits from stock-based compensation i ! : . i # 15.7 10.0 10.0 10.0 
Principal payments on notes payable & capital leases i E E . iN E A - = 
Net cash provided by (used in) financing activities . . (21.3) (30.8) x A (86.7) (30.0) (30.0) 
Effect of exchange rate changes - - 
Cash & equivalents - BOP ke F 79.9 107.4 7 : 194.5 150.4 185.9 157.8 
Net change in cash i i : A 
Cash & equivalents - EOP a . 107.4 113.1 
Operating cash flow ‘ 7 F i i ! 116.3 98.8 36.1 100.7 
Purchases of fixed assets (property and equipment) i é 5 ‘ x z (16.3) (9.6) (10.2) (18.3) 
Acquisitions of DVD content library . i . i A 4 (22.1) (23.9) (23.9) (24.7) 
Proceeds from sale of DVD's A x . . A i R - - 
Deposits and other assets 0.1 3) 0.0 3) 0.0 1.4 - - 
e } ! | | 
% change Y/Y 9% 149% 30% -70% = 26%| 113% 91% -74% 12% 56% -60% 
Free Cash Flow per share . $0.69 $0.63 $0.14 $0.95 $2.42 $1.47 $1.21 $0.04 $1.07 $3.80 $1.55 $1.81 
Acquisitions of Content 
Revenue F i 519.8 553.2 é H 718.6 795.9 853.9 915.4 
Acquisitions of Streaming Content (current & LT, ex-OBS) R 66.2 115.1 : z 192.3 254.7 270.7 281.9 
Y/Y Growth . E 608.1% 1051.7% f s 281.0% 285.0% 135.1% 61.6% 
Acquisitions of streaming content as a % of revenue i A 12.7% 20.8% Fe A 26.8% 32.0% 31.7% 30.8% 
Acquisitions of DVD Content Library i A 24.2 29.9 . : 22.1 23.9 23.9 24.7 
Y/Y Growth . i -44.0% -35.4% 5 . -40.1% -1.3%  -20.0%  -24.9% 
Acquisitions of DVD content as a % of revenue i H 4.7% 5.4% i 5 3.1% 3.0% 2.8% 2.7% 
Total Acquisitions of Content F é 90.3 145.0 F is 214.4 278.6 294.6 306.7 
Y/Y Growth ; 71.9% 157.8% : . 145.4% 208.3% 103.1% 47.9% 
Acquisitions of content as a % of revenue E : 17.4% 26.2% 29.8% 35.0% 34.5% 33.5% 
Amortization of Content Library 
Total Acquisitions of Content R f 90.3 145.0 . f 214.4 278.6 294.6 306.7 
Average content library balance X . 102.0 107.4 . ‘ 231.7 343.8 464.0 581.2 
Amortization of content library I. . 65.1 77.1 A A 112.9 156.0 176.8 190.1 
Amort. of content library as a % of Acquisition of content E z 72.1% 53.2% 5 i. 52.7% 56.0% 60.0% 62.0% 
Amort. of content library as a % of Avg content library balance A : 63.8% 71.9% E 5 48.7% 45.4% 38.1% 32.7% 
Streaming License Content (Off Balance Sheet) H 5 228.9 1,180.7 8 1,634.0 1,831.2 1,889.1 1,720.3 
Y/Y Growth i 158.6% 1057.5% i . 812.3% 700.0% 60.0% 60.0% 
Q/Q Growth . 27.8% 415.8% : 52.0% 12.1% 3.2% -8.9% 
Capex 
Revenue i a 519.8 553.2 .! : 718.6 795.9 853.9 915.4 
Capex : i 5.7 7.3 if . 9.3 9.6 10.2 18.3 
Y/Y Growth s -18.2% -26.5% . . 46.1% 68.4% 39.6% 26.9% 
Capex as a % of revenue < Zi 1.1% 1.3% £ 1.3% 1.2% 1.2% 2.0% 


Source: Company reports and J.P. Morgan estimates. 
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Table 28: NFLX Balance Sheet 


$ in millions 
12/09A 3/40A 6/10A 9/10A 12/10A 341A 6/M11E 9/1E 12/41E 2012E 2013E 


Current Assets 


Cash and cash equivalents 234.0 377.4 
Short-term investments 192.3 192.3 
Total cash and marketable securities 426.3 569.7 
Prepaid expenses 105.4 118.8 
Prepaid revenue sharing expenses 21.9 21.6 
c | a 
Other current assets 26.7 38.4 38.4 
Total current assets 379.5 441.2 492.2 641.0 721.6 525.2 579.6 
| 9 


Intangible assets, net 
Property & equipment, net 
Deposits 

Deferred tax assets 

Other assets 


Current Liabilities 
Accounts payable 
Accrued expenses and other current 
Deferred revenue 
Current portion of capital lease obligations 
Other current liabilities 
Notes Payable / Line of credit 


Long Term Debt 
Deferred Rent 


Capital lease obligations, less current portion 


Redeemable convert pfrd stock 


Common stock B . S B B R 0.1 0.1 
Additional paid-in capital A - — 
Treasury stock at cost . H (108.6) (148.6) 
Deferred stock-based compensation aon — 
Accumulated other comprehensive income (loss) i B i “ 7 A 0.6 0.6 
Accumulated deficit (retained earnings, i E A H : i 335.3 398.7 


ROIC 
ROE 
Interest income calculation 
Interest income 
Cash 
Implied yearly interest rate 
Interest Expense 
Net Debt 
Gross debt 
Cash 
Net debt 
Property & Equipment 
Property & equipment, BOP 
+ Capital Expenditures 
- Depreciation 
- Unexplained PP&E 
Net PP&E, EOP 
Depreciation as a % of average PP&E 
Content Library Calculation 


Content Library, BOP ; i F ; i: | i a A 1,196.5 
+ Library capex - STREAMING A E 7 i x i . I. B 1,701.1 
+ Library capex - DVD dl i i 4 i k ‘ i ‘ . 97.2 
- Library amortization F ; A ‘ A 4 4 . Ke A 1204.9 
- Other Content library H : i A - 
Content Library, EOP i F . A F i i i F i 1,790.0 
Revenues 
Prepaid expenses 
% of Sales 6.0% 6.4% 6.5% 10.7% 10.4% 10.4% 17.0% 18.0% 
Prepaid revenue sharing expenses - — — -— — — 8.8 9.4 
% of Sales 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 1.1% 1.1% 
Accounts payable 92.5 102.7 120.0 170.1 222.8 301.0 159.2 213.5 
Days of Sales 19.0 19.0 21.1 28.1 34.1 38.2 18.3 22.8 
% of Sales 20.8% 20.8% 23.1% 30.8% 37.4% 41.9% 20.0% 25.0% 
Accrued expenses 33.4 38.7 34.7 37.0 36.5 44.1 79.6 102.5 
% of Sales 7.5% 7.8% 6.7% 6.7% 6.1% 6.1% 10.0% 12.0% 
Deferred revenue 100.1 100.1 101.4 103.0 127.2 143.0 175.1 170.8 
% of Sales 22.5% 20.3% 19.5% 18.6% 21.3% 19.9% 22.0% 20.0% 


Source: Company reports and J.P. Morgan estimates. 
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Amazon 
Table 29: AMZN Income Statement 
$ in thousands except per share data 


2009A 3/10A 6/10A 9/10A 12/10A 2010A 3/11A 6/11E 9/11E 12/11E 2011E 2012E 2013E 


T ] 
} I | | 
18,978,000} 5,501,000 4,957,000 _ 5,786,000 10,317,000 | 26,561,000 | 7,608,000 7,115,061 _ 8,158,054 13,958,797 | 36,839,913 | 47,641,554 | 58,779,461 
’ Y ] ¢ J 5 | | 
| 


Operating expenses 


Fulfillment 1,972,000 528,000 558,000 657,000 1,065,000] 2,808,000 831,000 834,950 884,267 1,405,707] 3,955,924] 5,099,611} 6,227,314 
Marketing 660,000 196,000 204,000 234,000 369,000] 1,003,000 320,000 347,114 326,336 527,140] 1,520,591} 2,027,556] 2,506,114 
Technology and content 1,057,000 319,000 350,000 386,000 456,000 | 1,511,000 518,000 572,269 578,984 667,711] 2,336,964] 3,256,378] 4,176,857 


General and administrative 
Stock-based compensation 
Amortization of other intangibles 
Restructuring related and other : : : : : : : : : : : : : 
Total operating expenses 1,236,000 1,339,000 1,506,000 _2,157,000 1,927,000 2,052,575 2,057,090 __ 2,961,562 


268,000 
342,000 
101,000 


80,000 91,000 96,000 119,000 
87,000 111,000 107,000 119,000 
26,000 25,000 26,000 29,000 


386,000 
424,000 
106,000 


115,000 120,241 91,503 198,003 
110,000 140,000 140,000 123,000 
33,000 38,000 36,000 40,000 


524,747 
513,000 
147,000 


423,971 
533,520 
152,880 


373,710 
554,861 
158,995 


(10,000) (10,000) (10,000) 


(11,000) 
29,000 


(11,000) 
22,000 


Interest expense 
Other income, net 


(7,000) 
3,000 


(9,000) 
24,000 


(12,000) 
(18,000) 


Remeasurement of 6.875% PEACS, other 
Total non-operating expenses, net 
Income (loss) before equity-method investees 


30,000 7,000 i 24,000 Hl 90,000 (15,000) 7,565 9,433 15,695 17,692 86,555 128,465 
1,160,000 401,000 297,000 292,000 1,496,000 307,000 221,394 321,272 666,679] 1,516,345] 2,392,178] 3,294,002 


Equity in losses of equity-method investees, net (5,000)) (2,000) ~~ (2,000) +~—s- 18,000 8,000] (17,000) (15,300) (15,300) + (15,300)} ~— (62,900)} (56,610)} (50,949) 
Income (loss) before income taxes 1,155,000} 399,000 295,000 310,000 ~~ 500,000] 1,504,000] 290,000 206,094 305,972 ~—-651,379| 1,453,445] 2,335,568) 3,243,053 
Provision (benefit) for income taxes 253,000] 100,000 88,000 -~—S_ 79,000 351,000] 89,000 50,493 73,433 143,303] + 356,230| 537,181] 745,902 


Effective Tax Rate 21.8% 25.1% 29.8% 25.5% A 23.5% 30.7% 24.5% 24.0% 22.0% 23.5% 23.0% 23.0% 
Income before change in acctg/ Fully Taxed Income 299,000 231,000 1,153,000 201,000 155,601 232,538 508,076 | 1,097,215] 1,798,387] 2,497,151 
Cumulative effect of change in acctng principle 


Basic shares outstanding 433, “000 i 448,000 450,000 F 451, 000 451,750 452,500 F 452,125 455,125 458,125 
Diluted shares outstanding 442,000 456,000 458,000 459,000 459,750 460,500 460,125 463,125 466,125 
Non-recurring items: 

Stock-based compensation 

Amortization of other intangibles 

Restructuring related and other 
Remeasurement of 6.875% PEACS, other 
Equity in losses of equity-method investees, net 
Cum. Effect of change in acctg/Other one-time items 


342,000 
101,000 


87,000 111,000 107,000 119,000 
26,000 29,000 


110,000 140,000 140,000 123,000 
33,000 38,000 36,000 


513,000 
147,000 


533,520 
152,880 


554,861 
158,995 


(18,000) 6,000 17,000 15,300 


PF diluted EPS un-taxed (equivalent to pre-2005 PF #) 
Basic shares outstanding 433,000 445,000 A 448,000 i 447,500 451,000 y 452,500 453,250 452,125 455,125 458,125 
Diluted shares outstanding 442,000 454,000 456,000 455,750 459,000 460,500 461,250 460,125 463,125 466,125 
EBITDA Reconciliation 
PF Operating income 1,573,000 507,000 401,000 1,936,000 465,000 487,839 813,985 | 2,158,653} 2,992,022] 3,879,393 
Depreciation and other amortization 379,000 119,000 150,000 568,000 202,000 240,000 246,500 ; 1,143,828 
% | 


YI Growth Pr a SESE OS SST 
| | 
Cost of sales 27. 4% 47.0% 40. 9% 38.6% 36.8% 40. | 38.3% 43. 5% 41.0% 36. 3% 38.7% | ae] al 
| y 


Fulfillment . 29. 7% . . 45.5% 4 57.4% 49.6% 34.6% 32.0% 
Marketing 58.1% h 5 37.7% 8 63.3% 70.2% 39.5% 42.9% 
Technology and content 33.5% 38.3% 44.6% 53.0% ‘ 62.4% 63.5% 50.0% 46.4% 

General and administrative 42.9% 46.9% , 43.8% 32.1% -4.7% 66.4% 


Operating income 34. 2% 61.5% 69. 8% 6 8% -0.4% 24. Beall 16.4% 


GAAP Net income . 68.9% . 16.1% 8. -32.8% -24.8% 0.7% 22.1% 
PF Net income 61.1% 15.0% -12.8% 1.1% 22.5% 20.4% 
GAAP EPS 62.6% 12.3% -33.5% -25.6% -0.3% 21.3% 

PF EPS f 55.1% é 11.2% . -13.8% 0.1% 21.3% 19.6% 


EBITDA 41.4% 53.1% 37.9% 23.5% 11.7% 28. oa 6.5% 14.2% 32.1% 33.9% 22.5% 28. 7%| __27.3%| 


Sequential Growth 
Net sales -70.9% -7.9% 15.1% 71.3% 2% %o 12.2% 66.9% 


% of Revenues 
Cost of sales 


77.1% 75.5% 76.5% 77.2% 75.8% 77.5% 


Fulfillment 74% 8.5% 8.7% 8.4% 8.9% 8.4% 
Marketing 2.7% 3.1% 3.1% 3.2% 3.7% 3.1% 
Technology and content 45% 5.3% 5.1% 5.3% 6.1% 5.5% 


General and administrative 1.1% 1.4% 1.3% 1.2% 1.3% 0.9% 
Total cash operating expenses i 15.7% 18.3% 18.2% E z 18.1% 20.0% 17.9% 
Margins 


Operating margin .6%| 5.5% 4. 3 : n| 4.1% 3.3% 2.3% 3.0% 


EBITDA margin .0%| 8.8% 8.1% 7.3% 6.1% 6.8% 6.5% 6.9% 


Source: Company reports and J.P. Morgan estimates. 
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Table 30: AMZN Segment Analysis 


2009A 3/10A. 6/10A 9/10A 12/10A 2010A 3/11A. 6/411E 9/11E 12/11E 2011E 2012E 2013E 
NET SALES 
North America 
Media ; 1,597,000 1,324,000 1,591,000 2,370,000 6,882,000 1,885,000 1,542,460 1,829,650 2,749,200 8,006,310 9,087,162 10,177,621 
% change : 22.4% 15.3% 12.7% 12.9% 15.4% 18.0% 16.5% 15.0% 16.0% 16.3% 13.5% 12.0% 
Electronics and other general merchandise 6,314,000 2,024,000 2,090,000 2,326,000 4,558,000 10,998,000 3,303,000 3,397,200 3,650,520 6,784,680 17,135,400 24,332,268 31,631,948 
% change 42.6% 72.7% 76.1% 79.9% 71.2% 74.2% 63.2% 62.5% 56.9% 48.9% 55.8% 42.0% 30.0% 
% change (Organic) 42.6% 72.7% 76.1% 79.9% 71.2% 74.2% 63.2% 58.0% 52.0% 46.0% 52.7% 
% change 43.3% 
Other 550,000 159,000 176,000 209,000 283,000 827,000 277,000 299,200 338,580 438,650 1,353,430 1,948,939 2,494,642 
% change 22.5% 57.4% 51.7% 51.4% 45.1% 50.4% 74.2% 70.0% 62.0% 55.0% 63.7% 44.0% 28.0% 
% change 25.4% 46.6% 46.5% 45.1% 45.5% 45.8% 44.6% 45.9% 41.0% 38.3% 41.6% 33.5% 25.3% 
% change, ex-FX impact 25.6% 46.2% 46.2% 44.8% 45.5% 45.6% 52.0% 45.9% 41.0% 38.3% 43.1% 33.5% 25.3% 
International 
Media 6,809,000 1,833,000 1,550,000 1,759,000 2,865,000 8,007,000 2,073,000 1,962,549 2,210,366 3,483,435 9,729,350 11,091,459 12,477,891 
% change 18.7% 29.3% 19.8% 16.0% 11.0% 17.6% 13.1% 26.6% 25.7% 21.6% 21.5% 14.0% 
% change, ex-FX impact 20.0% 22.8% 21.0% 18.0% 13.0% 17.7% 9.0% 17.0% 17.0% 16.0% 16.9% 14.0% 
% change 20.0% 16.7% 
Electronics and other general merchandise 4,767,000 1,489,000 1,399,000 1,644,000 2,834,000 7,366,000 2,285,000 2,145,930 2,458,332 4,066,552 10,955,814 14,790,349 
% change 53.2% 70.4% 58.6% 54.5% 45.6% 54.5% 53.5% 53.4% 49.5% 43.5% 48.7% 35.0% 
% change, ex-FX impact 56.0% 61.0% 63.0% 60.0% 50.0% 56.7% 49.0% 47.0% 44.0% 40.0% 44.0% 35.0% 
Other 104,000 29,000 27,000 31,000 38,000 125,000 34,000 34,125 39,535 48,827 156,488 190,915 
% change 11.8% 52.6% 12.5% 24.0% 5.6% 20.2% 17.2% 26.4% 27.5% 28.5% 25.2% 22.0% 
% change, ex-FX impact 47.0% 18.0% 33.0% 10.0% 24.1% 12.0% 20.0% 22.0% 25.0% 20.2% 
% change E 45.0% 35.3% 31.8% 25.7% 32.7% 31.1% 39.2% 37.1% 32.5% 34.5% 
% change, ex-FX impact s 37.4% 37.8% 35.3% 28.8% 33.6% 26.8% 32.8% 31.6% 29.0% 29.8% 
Total Consolidated Sales 
Media 3,430,000 2,874,000 3,350,000 5,235,000 14,889,000 3,958,000 3,505,009 4,040,016 6,232,635 17,735,660 20,178,621 22,655,512 
% change . 26.0% 17.7% 14.4% 11.9% 16.6% 15.4% 22.0% 20.6% 19.1% 19.1% 13.8% 12.3% 
% change, ex-FX impact . 22.0% 18.0% 15.0% 13.0% 16.3% 13.0% 19.5% 18.4% 17.7% 17.1% 13.8% 12.3% 
Electronics and other general merchandise 3,513,000 3,489,000 3,970,000 7,392,000 18,364,000 5,588,000 5,543,130 6,108,852 10,851,232 28,091,214 39,122,617 50,563,596 
% change 71.7% 68.6% 68.4% 60.4% 65.7% 59.1% 58.9% 53.9% 46.8% 53.0% 39.3% 29.2% 
% change, ex-FX impact é 68.0% 70.0% 71.0% 62.0% 66.6% 57.0% 55.7% 51.1% 45.1% 51.5% 39.3% 29.2% 
Other A 188,000 203,000 240,000 321,000 952,000 311,000 333,325 378,115 487,477 1,509,918 2,139,854 2,723,740 
% change . 56.7% 45.0% 47.2% 39.0% 45.6% 65.4% 64.2% 57.5% 51.9% 58.6% E 27.3% 
% change, ex-FX impact . 56.0% 46.0% 49.0% 40.0% 49.1% 64.0% 60.9% 54.7% 50.1% 57.1% : 27.3% 
Total Consolidated Sales 24,508,000 Te 6,51 7,560,000 2,948,000 34,2( 0 ),857,0( 381,465 526,983 7,57 7 ,336,7 6 0: 75 8 
% change 45.9% 41.2% 38.7% 36.0% 38.2% 42.9% 39.2% 38.4% 
% change, ex-FX impact . 42.1% 42.2% 40.3% 37.5% . 40.2% 40.0% 36.7% 37.1% 
GROSS PROFIT 
North America 1,019,000 1,020,000 1,115,000 1,684,395} A 1,475,550 1,466,881 1,483,781 6,769,757 
% change 47% 52% 48% 44% 45% 44% 33% 40% 
% margin . 27.0% 28.4% 27.0% 23.4% . 27.0% 28.0% 25.5% E 25.6% 
International 611,000 589,000 659,000 946,605} i 773,450 799,523 885,148 3,727,122 
% change 35% 28% 26% 17% 27% 36% 34% 33% 
% margin . 18.2% 19.8% 19.2% 16.5% . 17.6% 19.3% 18.8% 17.9% 
% change ex-FX 25.3% 30.3% 30.2% 20.9% 31.8% 27.9% 27.8% 5 29% 
% change 42% 42% 39% 33% 41% 34% 37% 
% margin A 22.9% 24.5% 23.5% 20.3% z . 24.2% 22.5% 22.2% 
% change ex-FX 38% 43% 41% 35% 38% 31% 36% 
CASH OPERATING EXPENSES 
North America 746,000 820,000 929,000 1,389,395] 5, 1,185,550 1,257,326 1,221,938 5,589,512 
% change 37% 50% 56% 56% 59% 53% 32% 44% 
% of sales 3 19.7% 22.8% 22.5% 19.3% . 21.7% 24.0% 21.0% 21.1% 
International | 377,000 383,000 444,000 619,605} f 598,450 617,248 659,153 2,748,714 
% change 34% 36% 36% 27% 59% 61% 48% 51% 


% of sales F 11.3% 12.9% 12.9% 10.8% é 14.9% 14.0% F 13.2% 


% change 25% 36% 45% 49% 46% 44% 59% 56% 37% 39% 46% 30% 23% 
% of sales 16.1%} 15.7% 18.3% 18.2% 15.5% 16.7% 18.1% 20.0% 17.9% 15.9%} 17.6% 17.6% 17.5% 


PF OPERATING INCOME 


North America ; 273,000 200,000 186,000 295,000 290,000 209,554 261,844 418,846 1,180,244 

% change 82% 60% 19% 6% 6% 5% 41% 42% 24% 

% margin . 7.2% 5.6% 45% 41% . 5.3% 4.0% 45% 4.2% 45% 

International K 234,000 206,000 215,000 327,000 175,000 182,275 225,995 395,138 978,408 

% change 36% 15% 11% 3% -25% -12% 5% 21% 0% 

% margin : 7.0% 6.9% 6.3% 5.7% . 4.0% 44% 48% 5.2% 47% 

% change ex-FX 27% 21% 19% 8% -18% -9% 3% 18% 0% 
% change 22% 
% margin F . fs 46% 
% change ex-FX 20% 

SHARE OF REVENUE BY CATEGORY 
North America Sales 100% 
Media 4 3 3! 3: 2! 31% 
Electronics and other general merchandise 63% 
Other 6% 
International Sales 100% 
Media AT% 
Electronics and other general merchandise 4 4 4 4 5: 52% 
Other 1% 
Total Consolidated Sales 100% 
Media 38% 
Electronics and other general merchandise 4 5% 5: 5 5! 58% 
Other 4%. 
SHARE OF REVENUE BY GEOGRAPHY 

North America Sales 5: 5 5 5I 5 55% 
International Sales 45% 
Total Consolidated Sales 100% 


SHARE OF OPERATING INCOME BY GEOGRAPHY 
North America Sales 
International Sales 
Total Consolidated Sales 


SEASONALITY 
Net Sales 100% 21% 19% 22% 38% 100% 29% 20% 22% 37%! 100% 100% 100%! 
PF Operating Income 100%| 26% 21% 21% 32%| 100% 24% 18% 23% 38%| 100% 100%| 100% 


Source: Company reports and J.P. Morgan estimates. 
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Table 31: AMZN Statement of Cash Flows 
$ in thousands 
2009A 3/10A 6/10A 910A 12/100 2010A 3/1A 6/M1E 91E 12/11 2011E 2012E 2013E 


Cash Flows from Operating Activities 

Net income (loss) 
Depreciation and amortization 
Stock-based compensation 
Equity in losses of equity-method investees 
Amortization of goodwill, other intangibles 
Non-cash restructuring-related and other 
(Gain) Losses on sale of marketable securities, net 
Remeasurement of PEACS and other 
Non-cash interest expense, deferred taxes and other 
Deferred income taxes 
Excess tax benefit on stock awards 
Cumulative effect of accounting change 

Changes in working capital: 


902,000 
379,000 
342,000 

2,000 
101,000 
6,000 
(4,000) 
(23,000) 
82,000 
(104,000) 


299,000 
119,000 
87,000 


26,000 


(6,000) 
(20,000) 
(86,000) 


207,000 
129,000 
111,000 


25,000 


(22,000) 
(8,000) 
(75,000) 


231,000 
150,000 
107,000 


26,000 

(2,000) 
(35,000) 
(16,000) 
(75,000) 


416,000 
170,000 
120,000 


29,000 


(17,000) 
48,000 
(23,000) 


1,153,000 
568,000 
425,000 


106,000 
(2,000)} 
(80,000) 
4,000 
(259,000) 


201,000 
202,000 
110,000 


33,000 
2,000 
37,000 
15,000 
(46,000) 


155,601 
219,300 
140,000 
15,300 
38,000 


(25,000) 


232,538 
240,000 
140,000 
15,300 
36,000 


(25,000) 


508,076 
246,500 
123,000 
15,300 
40,000 


(25,000) 


1,097,215 
907,800 
513,000 

45,900 
147,000 
2,000 
37,000 


(121,000) 


1,798,387 
953,190 
533,520 

56,610 
152,880 


(60,000) 


2,497,151 
1,143,828 
554,861 
50,949 
158,995 


(60,000) 


Inventories (632,000) 321,000 (141,000) (605,000) (693,000)] (1,018,000 343,000 120,468 (369,509) (728,655) (634,696) (742,386)| (1,011,689) 
Accounts receivable, net and other current assets (481,000) 454,000 (42,000) (64,000) (531,000) (183,000) 359,000 65,647 (130,154) (792,767) (498,275) (726,456) (629,697) 
Accounts payable 1,859,000} (1,892,000) (81,000) 894,000 3,442,000 2,363,000) (2,649,000) (649,061) 1,493,682 4,058,184 2,353,806 2,175,500 2,698,092 


Accrued expenses and other current liabilities 
Increases to unearned revenue 
Amortization of previously unearned revenue 
Interest payable 
Net cas y (used in) 
Total Change in Working Capital 
Cash Flows from Investing Activities 
Sales and maturities of marketable securities 
Purchases of marketable securities 
Purchases of fixed assets, incl. software, site devel. 
Proceeds from sale of subsidiary and other/Acquisitions 
Investments in equity-method investees, other 
Net ci r y (used ir ing activities 
Cash Flows from Financing Activities 
Proceeds from exercise of stock options, other 
Excess tax benefit on stock awards 
Common stock repurchased 
Proceeds from issuance of common stock, net 
Proceeds from long-term debt, other 
Repayment of long-term debt 
Repayment of capital lease obligation, other 
Financing costs 
Net cas y (used in) financing activi 
Effect of exchange-rate on cash and equivalents 
Net change in cash 
Cash & equivalents - BOP 
Cash & equivalents - EOP 
Other cash flow information: 
Fixed assets acquired under capital leases, other financing 
Equity securities received for commercial agreements 
Stock issued in connection with business acquisitions 
Cash paid for interest 
Cash paid for income tax 
Free Cash Flow Calculation 
Operating cash flow 
Purchases of fixed assets 
One time Items 


Y/Y Growth 


Source: Company reports and J.P. Morgan estimates. 


298,000 
1,054,000 
(589,000)} 


3,444,000 


“114.0% 


(361,000) 
188,000 
(227,000) 


(1,517,000) 


872,000 
(1,255,000) 
(140,000) 
(19,000) 


(61,000) 


(47,000) 
(1,600,000) 
3,444,000 
1,844,000 


(1,098,000) 
(140,000) 


200,000 
161,000 
(214,000) 


(117,000) 
1,208,000 
(1,466,000) 


(196,000) 
(21,000) 


(33,000) 
(215,000) 
1,844,000 
1,629,000 


250,000 
(196,000) 


-86.2% 


192,000 
152,000 
(200,000) 


469,000 


1,059,000 
(1,830,000) 


67,000 


(49,000) 


90,000 
(90,000) 

1,629,000 

7,539,000 


855,000 
(315,000) 


-224% 


596,000 
186,000 
(263,000)} 


2,737,000 


4,112,000 
(1,728,000 
(328,000) 


7,000 
2,238,000 
1,539,000 


627,000 
687,000 
(904,000)) 

)0¢ 


1,572,000 


4,251,000 
(6,279,000 
(979,000 


3,777,000 3,777,000 


3,480,000 
(328,000) 


27.5% 


-14.1% 


(183,000) 
210,000 
(220,000) 


(2,140,000) 


4,939,000 
(1,112,000) 
(298,000) 
(139,000) 


36,000 
(1,136,000) 
3,777,000 
2,641,000 


(1,586,000) 
(298,000) 


342,996 
220,000 
(225,000) 


(24,951) 


(253,300) 


289,951 
2,641,000 
2,930,951 


518,250 
(253,300) 


390.6% 


(185,478) 
220,000 
(225,000) 


142,379 
803,541 


(263,175) 


1,204,205 
2,930,951 
4,135,155 


1,442,379 
(263,175) 


118.4% 


692,325 
220,000 
(225,000) 


3,224,088 


(351,427) 


3,805,537 
4,135,155 
7,940,692 


4,131,964 
(351,427) 


19.9% 


666,842 
870,000 
(895,000) 
1.593 


1,862,678 


1,939,000 
(1,112,000) 
(1,165,901) 

(139,000) 


121,000 


89,000 
(111,000) 


36,000 
4,163,692 
3,777,000 
7,940,692 


4,491,593 
(1,165,901) 


1,261,034 
939,600 
(966,600) 


1,940,692 


(1,228,822) 


4,206,457 
7,940,692 
12,147,149 


5,385,279 
(1,228,822) 


89 


1,015,123 
967,788 
(995,598) 


5,106,889 
12,147,149 
17,254,038 


6,499,803 
(1,442,914) 


21.7% 
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Table 32: AMZN Balance Sheet 


$ in thousands 


12/09A 3/10A 6/10A 9/10A 12/10A 3/11A 6/11E 9/11E 12/11E 12/12E 12/13E 
Assets 

Current Assets 
Cash and cash equivalents 3,444,000 1,844,000 1,629,000 1,539,000 3,777,000 2,641,000 2,930,951 4,135,155 7,940,692 12,147,149 17,254,038 
Marketable securities 2,922,000 3,219,000 3,479,000 4,346,000 4,985,000 4,240,000 4,240,000 4,240,000 4,240,000 4,240,000 4,240,000 
Total cash and marketable securities 6,366,000 5,063,000 5,108,000 5,885,000 8,762,000 6,881,000 7,170,951 8,375,155 12,180,692 16,387,149 21,494,038 
Inventories 2,171,000 1,820,000 1,940,000 2,515,000 3,202,000 2,888,000 2,767,532 3,137,041 3,865,696 4,608,082 5,619,771 
Current deferred tax assets 272,000 266,000 265,000 200,000 196,000 215,000 215,000 215,000 215,000 215,000 215,000 
Accounts receivable, net and other 988,000 815,000 805,000 959,000 1,587,000 1,304,000 1,238,353 1,368,508 2,161,275 2,887,731 3,417,428 
Total current assets 9,797,000 7,964,000 8,118,000 9,559,000 13,747,000 11,288,000 11,391,836 13,095,704 18,422,663 24,097,962 30,746,237 
Fixed assets, net 1,290,000 1,436,000 1,704,000 2,099,000 2,414,000 2,902,000 2,936,000 2,959,174 3,064,101 3,339,733 3,638,819 
Goodwill, net 1,234,000 1,234,000 1,229,000 1,277,000 1,349,000 1,513,000 1,475,000 1,439,000 1,399,000 1,246,120 1,087,125 


Other intangibles, net - - - - - = is ee 4, a a 
Other equity investments - - - - - - - - - - a 
Long-term deferred tax assets 18,000 16,000 29,000 43,000 22,000 28,000 28,000 28,000 28,000 28,000 28,000 
Other assets 1,474,001 1,392,000 1,317,000 1,184,000 1,265,000 1,151,000 1,151,000 1,151,000 1,151,000 1,151,000 


Liabilities and Stockholders’ Equity (Deficit) 

Current Liabilities 
Accounts payable 5,605,000 3,619,000 3,545,000 4,614,000 8,051,000 5,540,000 4,990,939 6,484,622 10,542,806 12,718,306 15,416,398 
Accrued expenses and other current 1,759,000 1,574,000 1,705,000 1,761,000 2,321,000 2,190,000 2,532,996 2,347,517 3,039,842 4,300,876 5,315,999 
Unearned revenue - - - - - - - - - - - 
Interest payable - - - - - - - - - - - 
Current portion of long-term debt and other : : : 7 : : : 7 : : : 

Total current liabilities 7,364,000 5,193,000 5,250,000 6,375,000 10,372,000 7,730,000 7,523,935 8,832,139 13,582,649 17,019,182 20,732,398 

Other Liabilities 1,083,000 1,100,000 1,158,000 1,226,000 1,377,000 1,805,000 1,955,300 2,105,600 2,238,900 2,802,030 3,380,030 

Long term debt and other 131,000 132,000 164,000 - 


Preferred stock . - 


Common stock 5,000 5,000 5,000 5,000 5,000 

Treasury stock (600,000) (600,000) (600,000) (600,000) (600,000) (600,000) 

Additional paid-in capital 5,887,000 6,056,000 6,215,000 6,483,000 6,483,000 6,483,000 6,483,000 6,483,000 
Deferred stock-based compensation - - - : - - - - 
Accumulated other comprehensive income (loss) (145,000) (282,000) (131,000) (66,000) (66,000) (66,000) (66,000) (66,000) 


Accumulated deficit 678,000 908,000 1,525,000 1,680,601 1,913,139 2,421,215 6,716,753 


Balance Sheet Statistics and ‘Assumptions 


Book value per share $11.68 $12.37 $12.87 $14.03 $14.99 $16.12 $16.35 $16.82 $17.90 $21.68 
Cash per share $14.15 $11.15 $11.23 $12.91 $19.13 $15.10 $15.62 $18.22 $26.45 $35.38 
Net working capital per share $5.41 $6.10 $6.30 $6.98 $7.37 $7.81 $8.43 $9.27 $10.51 $15.28 
Total Debt/Capitalization 0.8% 1.1% 1.1% 1.2% 1.0% 0.0% 0.0% 0.0% 0.0% 0.0% 
Inventory Turns---Quarter (Annualized) 15.9 11.0 10.5 10.4 14.4 34.9 10.8 9.6 9.3 
Inventory Turns---Trailing Twelve Months 11.9 11.1 11.2 11.4 11.2 14.9 17.0 17.6 15.6 
Avg. Inventory Days on Hand, TTM 30.7 32.9 32.5 32.1 32.6 24.5 21.4 20.7 23.4 
Avg. Days Receivable, TTM 
Avg. Days Payable, TTM 67.1 66.4 66.3 66.7 69.9 46.4 42.1 44.3 50.9 
Average days inventory on hand 22.9 33.1 34.6 35.1 25.3 10.5 33.9 37.9 39.2 42.0 
Accounts payable days 67.8 60.0 65.3 72.8 71.2 19.0 64.0 72.5 68.9 97.4 
ROIC 17% 6% 4% 3% 5% 14% 2% 3% 6% 16% 
ROE 23% 7% 5% 5% 7% 18% 2% 3% 7% 20% 
Calculated Annualized Interest Rate on Cash 0.69% 0.25% 0.31% 0.29% 0.76% 0.75% 0.29% 0.27% 0.25% 0.90% 0.90% 
Calculated Annualized Interest Rate on Debt 28.44% 
Sales 9,519,000 7,131,000 6,566,000 7,560,000 12,948,000 34,205,000 9,381,465 10,526,983 17,571,344 61,441,092 75,942,848 
Inventories 2,171,000 1,820,000 1,940,000 2,515,000 3,202,000 2,888,000 2,767,532 3,137,041 3,865,696 4,608,082 5,619,771 
% of Sales 22.8% 25.5% 29.5% 33.3% 24.7% 8.4% 29.5% 29.8% 22.0% 7.5% 7A 
Accounts receivable 988,000 815,000 805,000 959,000 1,587,000 1,304,000 1,238,353 1,368,508 2,161,275 2,887,731 3,417,428 
A/R DSOs 9.5 10.4 11.2 11.6 11.2 3.5 12.0 11.9 11.2 17.2 16.4 
% of Sales 10.4% 11.4% 12.3% 12.7% 12.3% 3.8% 13.2% 13.0% 12.3% 47% 45% 
Accounts payable 5,605,000 3,619,000 3,545,000 4,614,000 8,051,000 5,540,000 4,990,939 6,484,622 10,542,806 12,718,306 15,416,398 
A/P DSOs 53.7 46.3 49.3 55.7 56.7 14.8 48.5 56.2 54.8 75.6 74.1 
% of Sales 58.9% 50.8% 54.0% 61.0% 62.2% 16.2% 53.2% 61.6% 60.0% 20.7% 20.3% 
Accrued expenses 1,759,000 1,574,000 1,705,000 1,761,000 2,321,000 2,190,000 2,532,996 2,347,517 3,039,842 4,300,876 5,315,999 
% of Sales 18.5% 22.1% 26.0% 23.3% 17.9% 6.4% 27.0% 22.3% 17.3% 7.0% 7.0% 
Unearned revenue - - - - 
% of Sales - - - - 


Source: Company reports and J.P. Morgan estimates. 
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Table 33: GOOG Income Statement 


$ in millions except per share data 
12/09A___2009A 3/10A 6/10A 910A _12/40A__2010A 3/11A 6/11E 9/11E 12/11E 2011E 2012E 2013E 


Traffic Acquisition Costs (TAC) $1,720.9 $6,169.4 | $1,711.0 $1,732.00 $1,805.0 $2,069.0 $7,317.0 | $2,038.0 $2,080.8 $2,198.2 $2,474.6 $8,791.6 | $10,157.1 | $11,517.7 
Other cost of revenues 681.5 $2,627.6 735.0 727.0 739.0 832.0 $3,033.0 849.0 874.1 935.6 1,015.4 $3,674.1 4,526.0 5,351.5 


Operating expenses 
Research & development 827.0 1,162.4 1,229.6 4,467.0 5,348.9 6,150.3 
Sales & marketing 826.0 1,063.2 1,201.0 4,205.4 5,242.6 5,950.6 
General & administrative 508.0 552.8 563.8 2,176.0 2,432.0 2,795.6 
Stock compensation expense 396.0 482.0 501.2 1,858.4 2,228.7 2,595.9 
Total operating expenses 2,557.0 3,260.4 3,495.6 12,706.8 15,252.2 17,492.3 
Other income, expense and other, net 87.7 160.0 414.0 96.0 146.2 194.4 210.6 647.3 905.7 1,403.8 
One-time items - - - - - - (500.00) - - - - - - 
Income before taxes 2,568.7 2,506.0 2,434.0 2,714.0 3,142.0 10,796.0 2,392.0 2,835.2 3,086.2 3,632.8 11,946.2 15,415.0 18,496.7 
Provision for income taxes 594.6 551.0 594.0 547.0 599.0 2,291.0 594.0 584.0 648.1 T1774 2,603.6 3,345.1 4,013.8 
Effective tax rate 19.1% 21.2% 24.8% 20.6% 21.0% 21.4% 21.8% 21.7% 21.7% 


Diluted shares outstanding 

Non-recurring items: 
Stock compensation expense 276.0 
One-time items 
Tax Effect 


Diluted shares outstanding F E 325.5 327.6 328.8 330.0 328.2 
EBITDA Reconciliation 
Operating income (reported) 2,481.0 2,488.0 2,365.0 2,547.0 2,982.0 10,382.0 2,796.0 2,689.0 2,891.8 3,422.1 11,798.9 14,509.3 17,092.9 
Depreciation & amortization 365.5 381.0 1,396.0 538.0 583.2 639.5 2,161.7 2,588.1 2,923.1 
Stock compensation expense 5 8 396.0 1,376.0 443.2 482.0 501.2 1,858.4 2,228.7 2,595.9 


12/09A 2009A) 
Year/Year Growth 


Traffic Acquisition Costs (TAC) 16.0%| 3.9%] 19.2% 19.2% 15.8% 20.2% 18.6% 19.1% 20.1% 21.8% 19.6% 20.2%| 15.5% | 13.4% 


Gross profit 26.6% 29.7% 31.4% 31.8% 29.7% 24.9% 
Research & development 32.5% 48.4% 57.7% 56.0% 55.0% 48.7% 
Sales & marketing 47.5% 55.6% 71.4% 73.3% 81.4% 45.4% 
General & administrative -10.0% 19.1% 41.4% 28.3% 15.4% 11.0% 


Operating income 33.4% 25.3% 32.1% 26.2% 22.8% 20.2% 24.9% 12.4% 13.7% 13.5% 14.8% 13.6% 23.0% % 
PF Operating Income 28.4% 22.2% 28.6% 23.4% 22.4% 22.5% 24.1% 16.2% 17.1% 15.3% 16.1% 16.2% 22.6% '% 


GAAP EPS 407.7% 53.3% | 35.1% 22.4% 31.1% ~~ 27.5% 28.9%|  -9.1% 20.4% 10.3% 10.8% 8.2% 26.9% 17.9% 
PF EPS 33.2% 19.1%| 31.1% 20.2% __ 29.6% _28.9% 27.5% | _ 19.6% __ 23.38% 12.3% 12.5% 16.4% 20.0% % 
Sequential Growth a Se eS aS a eee ee a | 
Traffic Acquisition Costs (TAC) 10.4%| = - |_— -0.6% 1.2% 4.2%  14.6%| — | -1.5% 2.1% 5.6% 12.6%, | Jo | 


EBITDA 12.7%| st 0.4% -3.0% 8.4% 15.0%| _—=—ssi| 3.5% 1.1% 7.8% 15.3%| sf | 
% of Net Revenues 

Other cost of revenues (non-TAC) 
Research & development 

Sales & marketing 

General & administrative 8.6% 
Stock compensation expense 5.6% 
% of Gross Revenues 

Traffic Acquisition Costs (TAC) 
Other cost of revenues (non-TAC) 
Research & development 

Sales & marketing 

General & administrative 

Stock compensation expense 


14.5% 13.1% 
12.4% 13.7% 13.7% 13.0% 
10.9% 11.3% 10.7% 13.0% 
7.3% 8.2% 8.7% 
5.7% 


25.3% 25.4% 24.8% 
10.8% 10.7% 10.1% 
9.3% 10.2% 10.3% 
8.2% 8.4% 8.0% 
5.5% 
4.3% 


Margins as % of Net Revenues 
Gross margin 

Operating Margin 

PF Operating margin 


85.5% 
49.1% 46.5% 46.5% 
54.9% 53.0% 49.5% 
Net margin “ 38.6% 39.9% 36.0% 


Margin as % of Gross Revenues 
Gross margin 


63.9% 65.6% 66.5% 
Operating margin 36.7% 34.7% 35.0% 35.3% 32.9% 
PF Operating margin 41.0% 40.0% 37.7% 
Net margin 28.9% 30.1% 274% 


Source: Company reports and J.P. Morgan estimates. 
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Table 34: GOOG Revenue Analysis 


Total Gross Revenues 


Google Web Sites - Gross Revenues 

Y/Y growth 
Q/Q growth 

Google Network Web Sites - Gross Revenues 

Y/Y growth 

Q/Q growth 


Y/Y growth 
Q/Q growth 


Y/Y growth 
Q/Q growth 


Y/Y growth 
Q/Q growth 


Google Web Sites - Gross Revenues 
Google Network Web Sites - Gross Revenues 


Google Web Sites - TAC 

TAC as % of Google Sites Gross Adv. Revenues 
Y/Y growth 

Google Network Web Sites - TAC 
TAC as % of Google Network Gross Adv. Revenues 

Y/Y growth 

Total Traffic Acquisition Costs (TAC) 
TAC as a % of Total Gross Adv. Revenues 

Y/Y growth 

Total Net Revenues 


Google Web Sites (AdWords) - Net Revenues 

Y/Y growth 
Q/Q growth 

Google Network Web Sites (AdSense) - Net Revenues 

Y/Y growth 

Q/Q growth 


Y/Y growth 
Q/Q growth 


Y/Y growth 
Q/Q growth 


Y/Y growth 
Q/Q growth 


Google Web Sites as % of Total Net Revs 
Google Network Web Sites as % of Total Net Revs 


Geographic Breakdown 
($ millions) 


Y/Y growth 
Q/Q growth 


United States 
Y/Y growth 
Q/Q growth 
U.S. revenues as % of Gross Revenues 
International 
Y/Y growth 
Q/Q growth 
International revenues as % of Gross Revenues 
United Kingdom 
Y/Y growth 
Q/Q growth 
UK revenues as a % of International Revenues 
UK revenues as a % of Gross Revenues 
International ex-UK 
Y/Y growth 
Q/Q growth 
Int'l ex-UK revenues as a % of Int'l Revenues 
Int'l ex-UK revenues as a % of Gross Revenues 


Source: Company reports and J.P. Morgan estimates. 
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2009A 


8.5% 


66.5%! 
30.3%! 


84.8%) 
10.9%) 


2009A 


3/10A 
6,775.0 


4,439.0 
20.2% 

0.4% 
2,036.0 
24.3% 
-0.4% 


21.5% 
0.2% 


23.0% 
1.5% 


65.5% 
30.1% 


19.7% 
0.1% 
590.0 


22.3% 
0.4% 


68.4% 
43.8% 


82.4% 
11.7% 


310A 


23.0% 
1.5% 


3,196.0 
21.7% 
1.3% 
47.2% 
3,579.0 
24.2% 
1.7% 
52.8% 
842.0 
14.8% 
9.0% 
23.5% 
12.4% 
2,737.0 
27.4% 
-0.3% 
76.5% 
40.4% 


6/10A 
6,820.0 


4,499.0 


9/10A 
7,286.0 


4,833.0 


23.2% 22.2% 
1.4% 7.4% 
2,063.0 2,199.0 
22.5% 22.1% 


1.3% 


23.0% 
1.3% 


23.5% 
0.7% 


66.0% 
30.2% 


269.0 
6.0% 
23.4% 
1,463.0 1 
70.9% 
18.4% 
1,732.0 1 
26.4% 
19.2% 
5,088.0 5 


4,230.0 4, 
23.2% 
1.3% 
600.0 
33.9% 
1.7% 


24.4% 
1.4% 


38.1% 
-14.0% 


83.1% 
11.8% 


6/10A 


23.5% 
0.7% 


6.6% 


22.2% 
7.2% 


22.6% 
6.8% 


66.3% 
30.2% 


285.0 
5.9% 
24.5% 
,520.0 

69.1% 
14.3% 
,805.0 

25.7% 
15.8% 
481.0 


548.0 
22.0% 

7.5% 
679.0 
44.3% 
13.2% 


24.5% 
8.2% 


34.9% 
-1.6% 


10.2% 24.3% 25.0% 25.0% 28.6% 25.9% 
2.2% 0.5% 7.7% 16.2% 


83.0% 
12.4% 


9/10A 


22.6% 
6.8% 


3,288.0 3,517.0 


26.0% 
2.9% 
48.2% 


25.5% 
7.0% 
48.3% 


3,532.0 3,769.0 


21.2% 
-1.3% 
51.8% 
770.0 
7.7% 
8.6% 
21.8% 
11.3% 
2,762.0 
25.6% 
0.9% 
78.2% 
40.5% 


19.9% 
6.7% 
51.7% 
840.0 
9.8% 
9.1% 
22.3% 
11.5% 


2,929.0 
23.2% 


6.0% 
71.7% 
40.2% 
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12/10A 
8,440.0 


2010A 


5,672.0 
28.3% 
17.4% 
2,495.0 
22.1% 
13.5% 


26.3% 
16.1% 


23.4% 


14.2% 68.4% 38.1% 34.9% 30.9% 42.4% 
43.8% -14.0% -1.6% 7.5% 


| 
26.5% 
15.8% 


24.0% 


67.2% 
29.6% 


66.3% 
30.0% 


333.0 
5.9% 
33.3% 
1,736.0 
69.6% 
18.0% 
2,069.0 
25.3% 
20.2% 
6,371.0 


5,339.0 
28.0% 
17.4% 
759.0 
32.5% 
11.8% 


28.5% 
16.7% | 


25.1% 


30.9%| 
7.5% 


42.4% 
| 


83.8% 
11.9% 


83.1% 
11.9% 


12/10A 2010A 


L 
26.5% 
15.8% 


24.0% 


4,055.0 
28.5% 
15.3% 
48.0% 

4,385.0 
24.6% 
16.3% 
52.0% 

878.0 
13.7% 
4.5% 
20.0% 
10.4% 
3,507.0) 
27.7% 
19.7% 
80.0% 
41.6% 


311A 


8,575.0 


5,879.0 
32.4% 

3.6% 
2,427.0 
19.2% 
-2.7% 


28.3% 
1.7% 


-10.3% 
-1.5% 


26.6% 
1.6% 


68.6% 
28.3% 


337.0 
5.7% 
27.2% 


32.8% 

3.8% 
726.0 
23.1% 
-4.3% 


31.6% 
2.8% 


-10.3% 
-1.5% 


29.1% 
2.6% 


84.8% 
11.1% 


311A 


26.6% 
1.6% 


6/11E 
8,702.7 


5,925.2 
31.7% 
0.8% 
2,455.0 
19.0% 
1.2% 


27.7% 
0.9% 


25.0% 
19.9% 


27.6% 
1.5% 


68.1% 
28.2% 


337.7 
5.7% 

25.6% 
1,743.0 

71.0% 

19.1% 
2,080.8 
24.8% 
20.1% 
6,621.9 


5,587.4 
32.1% 

0.8% 
711.9 
18.7% 
-1.9% 


30.4% 
0.5% 


25.0% 
19.9% 


30.1% 
1.3% 


84.4% 
10.8% 


6/11E 


27.6% 
1.5% 


4,046.7 
23.1% 
1.0% 
46.5% 
4,655.9 
31.8% 
1.9% 
53.5% 
916.3 
19.0% 
5.4% 
19.7% 
10.5% 
3,739.6 
35.4% 
3.8% 
80.3% 
43.0% 


9/M1E 
9,286.0 


6,379.6 
32.0% 
7.7% 
2,583.8 
17.5% 
5.2% 


27.5% 
7.0% 


27.0% 
0.0% 


27.4% 
6.7% 


68.7% 
27.8% 


363.6 
5.7% 
27.6% 
1,834.5 
71.0% 
20.7% 
2,198.2 
24.5% 
21.8% 
7,087.8 


6,015.9 
32.3% 
7.7% 
749.3 
10.4% 
5.2% 


29.4% 
7.4% 


27.0% 
0.0% 


29.3% 
7.0% 


84.9% 
10.6% 
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27.4% 
6.7% 


4,318.0 
22.8% 
6.7% 
46.5% 
4,968.0 
31.8% 
6.7% 
53.5% 
991.2 
18.0% 
8.2% 
20.0% 
10.7% 
3,976.8 
35.8% 
6.3% 
80.0% 
42.8% 


12/11E 
10,407.8 


7,146.7 
26.0% 
12.0% 
2,911.7 
16.7% 
12.7% 


23.2% 
12.2% 


28.0% 
8.3% 


23.3% 
12.1% 


68.7% 


28.0% 


407.4 
5.7% 
22.3% 
2,067.3 
71.0% 
19.1% 
2,474.6 
24.6% 
19.6% 
7,933.2 


6,739.4 
26.2% 
12.0% 
844.4 
11.2% 
12.7% 


24.4% 
12.1% 


28.0% | 


8.3% 


24.5% 


11.9% 


85.0% 


10.6% 


12/11E 


23.3% 
12.1% 


4,891.7 
20.6% 
13.3% 
47.0% 

5,516.1 
25.8% 
11.0% 
53.0% 

983.4 
12.0% 
-0.8% 
17.8% 
9.4% 
4,532.8 
29.2% 
14.0% 
82.2% 
43.6% 


J.P Morgan 


2011E 
36,971.4 


2012E 
44,4446 


68.5% 
28.1% 


69.5% 
27.1% 


1,730.6 


23,884.7 
30.6% 


3,031.6 
15.4% 


84.8% 
10.8% 


85.1% 
10.5% 


2011E 


26.1% 20.2% 


2013E 
51,454.5 


36,002.2 
16.5% 


13,723.2 
14.0% 


14.4% 
9,537.6 
69.5% 
13.2% 
11,517.7 


4,185.6 
15.9% 


15.8% 


23,411.8 
14.5% 


45.5% 
28,042.7 
16.8% 


54.5% 
4,712.9 
10.0% 


16.8% 
9.2% 
23,329.8 
18.3% 


83.2% 
45.3% 
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Table 35: GOOG Statement of Cash Flows 


$ in millions 


Net income 

Adjustments 
Depreciation & amortization of PP&E 
Amortization of warrants 
Amortization of intangibles 
In-process research & development 
Stock-based compensation 
Tax benefits from exercise of stock options and other 
One-time items 
Changes in working capital 

Cash flows from operations 
Y/Y growth 


Purchases of PP&E 
Purchase of short-term investments 
Maturities and sales of short-term investments 
Acquisitions, net of cash acquired 
Change in other assets 
Net cash from investing activities 


Proceeds from issuance of common stock 

Proceeds from issuance of convertible preferred stock, net 

Proceeds from issuance of debt 

Repurchase of common stock 

Proceeds from exercise of stock options, net 

Excess tax benefits from stock-based award activity 

Proceeds from exercise of warrants 

Payments of notes receivable from stockholders 

Payments of ST debt & principal on cap leases & equip. loans 
Net cash from financing activities 
Other (effect of exchange rate changes on cash & equivalents) 
Net change in cash 
Cash & equivalents - BOP 


Changes in: 
Accounts receivable, net 
Income taxes net 
Prepaid revenue share, expenses and other assets 
Accounts payable 
Accrued expenses and other liabilities 
Accrued revenue share 
Deferred revenue 
Changes in working capital 


Capex 

Y/Y Capex Growth 
Capex as % of net revenues 
Capex as % of operating cash flow 


Cash flow from operations 
Capex 
Excess tax benefits from stock-based award activity 


% Y/Y change 

Free Cash Flow per share 

FCF conversion as % of Cash Flow from Ops 
Y/Y change in CFO 

FCF as % of EBITDA 


Source: Company reports and J.P. Morgan estimates. 
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2009A 3/10A 


(239.0) 

(12,487) 

9,495.0 
(190.0) 


(123.0) 
(43.0) 
(1,006.0) 
10,197.6 


(504.0) 46.0 
217.5 381.0 
262.0 (157.0) 
33.6 120.0 
243.1 (394.0) 
157.7 23.0 
76.1 11.0 
486.0 
809.9 
-65.7% 
4.6%) 
8.7% 

9,316.2 2,584.0 
(809.9) (239.0) 
54.8% 
$26.63 $7.27 
91.3% 90.8% 
18.6% 14.9% 
77.3% 75.4% 


(476.0) 
(12,934.0) 


11,135.0 


(229.0) 


2,643.0 


(243.0) 
(645.0) 
(34.0) 
79.0 
319.0 
11.0 
17.0 
(396.0) 


476.0 
241.4% 
9.4% 
22.8% 


2,085.0 
(476.0) 


9/10A 


(757.0) 
(12,168.0) 


9,739.0 


(441.0) 


10,712.6 


(259.0) 
(131.0) 
(164.0) 
115.0 
391.0 
35.0 
4.0 
(8.0) 


757.0 
306.2% 

13.8% 

26.2% 


2,886.0 
(757.0) 


12/10A 


2,543.0 
280.0 
101.0 


396.0 


(51.0) 
(19.0) 


276.0 
3,526.0 
29.1% 


(2,545.0) 
(6,396.0) 


6,730.0 


(208.0) 


11,256.6 


(673.0) 
397.0 
(59.0) 
(42.0) 
429.0 
145.0 
79.0 

276.0 
| 


2,545.0 

1049.7% 
39.9% 
72.2%! 


3,526.0 
(2,545.0) 
| 
-60.9% 
$3.01 
27.8% 
29.1% 
26.1% 


2010A 311A 


11,081.0 3,172.0 
18.9% 22.8% 


(890.0) 

(7,591.0) 

4,645.0 
(148.0) 


(111.0) 

145.0 
(1,215.0) 
13,629.6 


(99.0) 240.0 


890.0 

272.4% 
13.6% 
28.1% 

(890.0) 

-2.7% 

$21.85 $7.84 
63.7% 71.9% 
18.9% 22.8% 
53.7% 744% 


6/11E 


3,166.9 
51.9% 


(887.3) 


(6873) 


3,021.0 


5,300.6 
12,414.6 


(154.4) 
50.0 
225.9 
212.4 
(338.3) 
97 


(44.3) 


887.3 
86.4% 
13.4% 
28.0% 


3,166.9 
(887.3) 


41.7% 
$8.12 
72.0% 
51.9% 
76.5% 


9/11E 


2,438.1 
513.2 


70.0 


482.0 


(27.0) 


3,122.0 
8.2% 


(886.0) 


(686.0) 


27.0 


2,263.0 
17,715.2 


(307.5) 
50.0 

(401.7) 
122.1 
150.4 


8A 
(354.3) 


886.0 

17.0% 
12.5% 
28.4% 


3,122.0 
(886.0) 


12/11E 


3,856.0 
9.4% 


(952.0) 


2011E 2012E 


12,070.0 
2,278.1 

3100 
2.2287 
(99.0) (99.0) 


325.0 


13,316.9 
20.2% 


16,563.0 

24.4% 
| 
(3,615.3) 
(7,591.0) 
4,645.0 

(148.0) 


J.P Morgan 


2013E 


(052.0) (7,146.3) 3943.1) 3,993.7) 
| | 


5,184.00 


116.0 


215.0 


12,834.9 
22,909.2 


(880.3) 
125.0 
(271.9) 
235.3 
470.6 
42.4 
54.2 


22.6 : : 
(113.2) (271.8) (224.8) i 
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196.0% 
$8.80 
75.3%| 

9.4% 
63.6% 


3,943.1 
9.1% 
11.5% 
23.8% 
13,316.9|  16,563.0 
(3,615.3)) (3,943.1) 
- | e 

37.3% 30.1% 
$32.84 $37.76 
72.9% 76.2% 
20.2% 24.4% 
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Table 36: GOOG Balance Sheet 


$ in millions 


Cash and equivalents 
Short-term investments 
Accounts receivable, net 
Income taxes receivable 
Deferred income taxes 
Prepaid revenue share, expenses and other assets 
Total current assets 
Non-marketable equity securities 
Property and equipment, net 
Goodwill 
Intangible assets, net 
Minority interest 
Prepaid revenue share, expenses and other assets, non-current 


Accounts payable 
Accrued compensation and benefits 
Accrued expenses and other current liabilites 
Accrued revenue share 
Deferred revenue 
Income taxes payable 
Short term debt 
Securities lending program (repo) 
Current portion of equipment leases 
Total current liabilities 
Long-term portion of equipment leases 
Deferred revenue, long-term 
Liability for stock options exercised early, long-term 
Deferred income taxes 
Other long-term liabilities 
Commitments and contingencies 
Redeemable convertible preferred stock warrant 


Convertible preferred stock 

Class A&B common stock 

Additional paid-in capital 

Note receivable from officer/stockholder 
Deferred stock-based compensation 
Accumulated other comprehensive income 
Retained earnings 


Total Cash 
Cash per share 
Cash per share ex-securities lending program 
Days Sales Outstanding 
ROIC 
ROE 
Book Value per Share 
Balance Sheet Assumptions 


Net Revenues 
Accounts receivable 
Days of Sales 
% of Sales 
Prepaid revenue share, expenses and other assets, current 
% of Total Prepaid revenue 
Prepaid revenue share, expenses and other assets, non-current 
% of Total Prepaid revenue 
Total Prepaid revenue share, expenses and other assets 
% of Sales 
Accounts payable 
Days of Sales 
% of Sales 
Acrrued compensation and benefits 
% of Sales 
Accrued expenses 
% of Sales 
Accrued revenue share 
% of Sales 
Deferred revenue, short-term 
% of Total deferred revenue 
Deferred revenue, long-term 
% of Total deferred revenue 
Total Deferred revenue 
% of Sales 


Net PPE, BOP 

+ Capital Expenditures 
- Depreciation 

- Unexplained PP&E 


Retained earnings - BOP 
+ Current period net income 
+ Adjustments 


Source: Company reports and J.P. Morgan estimates. 
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12/09A 310A 


10,197.6 
14,287.2 
3,178.5 
23.2 
644.4 
836.1 
29,167.0 
129.0 
4,844.6 
4,902.6 
774.9 


678.7 


0.3 
15,816.7 


105.1 
20,082.1 


24,484.8 
$76.00 


58.6 
20.1% 
20.3% 

$111.76 


12/09A 
4,952.9 
3,178.5 
58.6 
64.2% 
836.1 
55.2% 
678.7 
44.8% 
1,514.8 
30.6% 
215.9 
4.0 
44% 
982.5 
19.8% 
570.1 
11.5% 
694.0 
14.0% 
285.1 
87.3% 
41.6 
12.7%) 
326.7 
6.6% 


4,917.5 
221.4 
296.8 

(26) 


18,108.0 
1,974.1 


9,192.0 


17,322.0 


3,084.0 


399.0 
1,135.0 


31,132.0 


154.0 
4,773.0 
5,122.0 

790.0 


900.0 


16,171.0 
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21,949.0 


26,514.0 


$82.19 


55.6 
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11.4% 
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13.7% 


20,082.1 
1,955.0 
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10,713.0 
19,346.0 
3,308.0 
309.0 
66.0 
1,419.0 
35,161.0 
377.0 
4,920.0 
5,788.0 
904.0 


895.0 


17,109.0 


346.0 
23,158.0 


30,059.0 
$93.21 


59.3 
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13.3% 
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41,562.0 
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6,256.0 
1,044.0 


707.0 


18,235.0 


138.0 


27,868.0 


34,975.0 
$107.44 
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1,410.0 
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15.1% 
885.0 
13.9% 


25,324.0 


2,543.0 
1.0 


311A 


12,415.0 
24,260.0 
4,216.0 
27.0 
320.0 
2,072.0 
43,310.0 
666.0 
8,249.0 
6,308.0 
1,016.0 


411.0 


381.0 
29,666.0 


36,675.0 

$111.96 

$106.61 
58.9 


$149.13 


3/11A 


945.0 
14.5% 
1,464.0 
22.4% 
871.0 
13.3% 


27,868.0 
1,798.0 


6/11E 


17,715.2 
24,260.0 
4,370.4 
27.0 
320.0 
1,846.1 
48,538.7 
666.0 
8,767.4 
6,308.0 
1,016.0 


1,165.5 


18,804.0 


381.0 
31,917.1 


41,975.2 

$127.67 

$122.40 
60.2 


$155.43 


6/11E 


973.4 
14.7% 
1,125.7 
17.0% 
880.7 
13.3% 


29,666.0 
2,251.1 


9/11E 


19,978.2 
24,260.0 
4,678.0 
27.0 
320.0 
2,247.8 
51,510.9 
666.0 
9,140.1 
6,308.0 
1,016.0 


1,498.5 


18,804.0 


381.0 
34,355.3 


44,238.2 

$134.06 

$128.83 
60.2 


$162.25 


9/1E 


2,247.8 
60.0% 
1,498.5 
40.0% 
3,746.3 
52.9% 
850.5 
11.0 
12.0% 
992.3 
14.0% 
1,275.8 
18.0% 
921.4 
13.0% 
382.3 
87.0% 
57.1 
13.0% 
439.4 
6.2% 


31,917.1 
2,438.1 


12/11E 


22,909.2 
24,260.0 
5,291.4 
27.0 
320.0 
2,079.2 
54,886.9 
666.0 
9,522.6 
6,308.0 
1,016.0 


1,386.2 


793.3 
1,110.6 
1,586.6 

952.0 

404.9 

37.0 
3,216.0 
1,880.0 


9,980.5 


55.2 
1,322.0 
6,032.3 


18,804.0 


381.0 
37,210.6 


47,169.2 
$143.73 
$137.25 


1,110.6 
14.0% 
1,586.6 
20.0%) 
952.0 
12.0% 


34,355.3 
2,855.4 


J.P Morgan 


2012E 


35,744.1 
24,260.0 
6,171.8 
27.0 
320.0 
2,092.9 
68,615.8 
666.0 
11,187.5 
6,308.0 
1,016.0 


1,644.4 


10,361.0 


69.4 
1,322.0 
9,219.7 


18,804.0 


381.0 
49,280.6 


60,004.1 
$179.55 
$173.93 


2012E 


37,210.6 
12,070.0 


2013E 


52,036.3 
24,260.0 
6,789.2 
27.0 
320.0 
2,057.5 
85,490.0 
666.0 
12,568.1 
6,308.0 
1,016.0 


1,616.6 


11,068.0 


75.5 
1,322.0 
12,250.8 


18,804.0 


381.0 
63,763.5 


76,296.3 
$224.28 
$218.75 


2013E 


11,187.5 
3,993.7 
2,613.1 


49,280.6 
14,482.9 
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Table 37: EBAY Income Statement 
$ in thousands except per share data 


Cost of net revenues 


Operating expenses 
Sales and marketing 
Product development 
General and administrative 
Provision for transaction & loan losses 
Payroll expense on employeee stock options 
Patent litigation expense 
Restructuring expense 
Amortization of acquired intangible assets 
Incremental non-cash stock-based comp (FAS123) 
Total operating expenses 


Interest and other income, net 
Interest expense and other 
Impairment of certain equity investments 
Total non-operating expenses, net 
Income (loss) before income taxes and minority interests 
Provision for income taxes 
Tax Rate 
Minority interests in consolidated companies 
Cumulative effect of accounting change 


Basic shares outstanding 

Diluted shares outstanding 

Non-recurring items: 
Payroll expense on employeee stock options 
Amortization of acquired intangible assets 

Impairment of certain equity investments 

Opex adj. for non-cash stock based comp. 
Cost of net revenues adjustment 
Interest and other income adjustment 
Tax adjustment 
Other one-time items, net of tax 
Minority interests 


Basic shares outstanding 
Diluted shares outstanding 
EBITDA Reconciliation 
PF Operating income 
Depreciation 


Y/Y Growth 


Cost of net revenues 
Sales and marketing 
Product development 
General and administrative 
Total operating expenses 
Operating income 
GAAP Net income 
PF Net income 
EBITDA 
Sequential Growth 
Net sales 
% of Revenues 
Sales and marketing 
Product development 
General and administrative 
Provision for transaction & loan losses 
Total operating expenses 
Margins 
Gross margin 
Operating margin 


EBITDA margin 
Operating Leverage (A in PF op inc/ A in revenues) 


Source: Company reports and J.P. Morgan estimates. 
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2009A 3/10A 6/10A 9/10A 12/10A 2010A 3/11A 6/11E 9/11E 12/11E 2011E 2012E 2013E 


2,378,434 | 581,707 594,043 618,831 681, 15 2,475, 746 706,381 TAA, 209 831,273 1,005, cee 3, 254, m8 3,898,057 | 4,402,965 


1,763,953 | 417,670 453,047 457,303 512,587 | 1,840,607 | 498,057 533,407 593,357 703,439 2,328,259 | 2,728,640 | 3,082,075 
704,461 182,975 201,326 202,414 220,718) 807,433) 243,297 245,785 269,447 295,648 1,054,178 | 1,182,859} 1,320,889 
1,287,845 | 234,824 229,281 227,979 247,936 | 940,020} 241,760 258,859 286,646 339,825 1,127,090} 1,317,274) 1,472,716 
382,825 | 106,029 92,032 97,964 96,215 | 392,240} 107,091 107,204 §=117,525 =129,134 A 551,105 607,305 
5,345 8,539 1,265 2,475 1,565 13,844 13,062 1,500 1,500 1,500 A 6,000 6,000 


38,187 8,569 8,863 3,005 1,000 21,437 (149) - - - - - 
314,738 65,066 58,974 55,561 50,283 | 229,884 52,599 60,000 70,000 70,000 272,599 262,599 
394,808 | 102,069 91,983 93,780 93,660} 381,492} 118,857 120,000 110,000 110,000 481,800 505,890 

4,892,162 | 1,125,741 1,136,771 1,140,481 1,223,964 | 4,626,957 | 1,274,574 1,326,756 1,448,475 1,649,546 699, 6,540,276 | 7,257,475 


1,422,385 6,046 14,821 26,825 (2,816) - ! , 12,215 12,932 165,437 
7,348 7,347 29,386 


1,422,385 6,046 14,821 26,825 (2,816)| 44,876 3,692 39,056 19,563 20,280 ; 194,824 
2,879,151 | 494,655 499,386 517,001 587,405 | 2,098,447| 568,346 615,830 606,274  763,105| 2,553,555| 3,118,367| 3,717,021 
(490,054)| (97,002) (87,194) (85,072) (28,218) (297,486)) (92,481) (117,008) (118,223) (141,174) (468,886) (654,857)| (780,574) 
17.0% 19.6% 17.5% 16.5% 4.8% 14.2% 16.3% 19.0% 19.5% 18.5% 21.0% 


: (390,000) 


1,290,419 | 1,301,248 1,310,042 1,308,888 1,302,239 | 1,305,593 | 1,297,278 1,290,578 1,283,878 1,277,178 1,287,228 | 1,297,228 1,307,228 


1,305,552 | 1,326,021 1,329,618 1,328,415 1,325,659 | 1,327,417 | 1,320,151 1,317,451 1,314,751 1,312,051) 1,316,101| 1,326,101} 1,336,101 
5,345 8,539 1,265 2,475 1,565 13,062 1,500 1,500 1,500 17,562} 6,000.00| 6,000.00 
301,065} 65,066 58,974 55,561 50,283 52,599 60,000 70,000 70,000 252,599|  272,599| 262,599 

- - - - - (17,000) - - - 

394,808 | 102,069 91,983 93,780 93,660 118,857 120,000 110,000 110,000 505,890 
13,673 

(1,064,278) 7 - 7 - : - - - 

(12,067)| (60,034) (52,548) (55,631) (34,546) (202,759)| (50,423) (42,458) + (39,331) (47,747) (179,959) (117,728) 
38,187| 40,886 18,298 2,474 13,636 | 75,294 9,059 - 390,000 - | 399,059.00 5 


1,290,419 | 1,301,248 1,310,042 1,308,888 1,302,239 | 1,305,593 | 1,297,278 1,290,578 1,283,878 1,277,178 1,287,228 | 1,297,228) 1,307,228 
1,305,552 | 1,326,021 1,329,618 1,328,415 1,325,659 | 1,327,417 | 1,320,151 1,317,451 1,314,751 1,312,051 1,316,101 | 1,326,101} 1,336,101 


2,553,043 | 672,852 645,650 644,997 736,729 | 2,700,228) 749,023 758,274 768,211 924,325 3,199,833 | 3,763,641 | 4,296,686 
496,208 | 122,956 128,843 138,777 142,005) 532,581 140,490 145,000 145,000 145,000 575,490 620,000 650,000 


6.2% 4.5% 0.0% 5.9% . 21.4% 19.7% BY 47.7% 


13.0% 4.1% -1.3% 3.4% . 19.2% 17.7% E 37.2% 
7.1% 16.2% 11.0% 24.1% 33.0% 22.1% 33.1% 33.9% 11.7% 
1.6% 1.4% -5.4% -58.0% 3.0% 12.9% 25.7% 37.1% 11.8% 
7.2% 1.7% -3.0% -20.9% 13.2% 16.7% 27.0% 34.8% 11.0% 


15.6% 17.7% 10.7% 229.0% 15.6% 19.0% 25.9% 


11.4% 25.9% 23.5% -58.7% . 19.7% 21.0% -77.3% 
10.9% 10.8% 5.8% 16.7% hi 11.7% 17.1% 18.8% % . % 15.8% 


7.1% 6.9% 2.6% 7.5% 11.8% 16.6% 16.5% 


19.0% 20.5% 20.3% A ke 19.6% 20.4% 20.7% 20.3% 
8.3% 9.1% 9.0% i i 9.6% 9.4% 9.4% 8.7% 
10.7% 10.3% 10.1% R R 9.5% 9.9% 10.0% 9.7% 
4.8% 4.2% 4.4% 5 ) 4.2% 4.1% 4.1% 4.0% 


51.3% 51.3% 50.7% E . 50.1% 50.7% 50.5% 


47.8% 


72.3% 72.8% 71.0% 70.4% 71.5% 71.0% 71.0% 
22.2% 22.1% 20.5% 21.9% 21.6% 22.3% 23.2% 


73.5% 73.2% 72.5% 
22.2% 21.9% 21.8% 


72.7% 
23.7% 


i II ] 
36.2% 35.0% 34.8% 35.2% 35.3% 34.9% 34.5% 31.9% 31.5% 32.6% 32.6% 
29.9% 37.0% 81.9% 33.6% 34.3% 21.8% 28.2% 20.0% 20.8% 22.0% 28.0% 30.6% 
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Table 38: EBAY Segment Summary 
$ in thousands 


2009A 340A 6/410A 910A 12/10A 2010A 341A 6/M1E 911E 42/M1E 2011E 2012E 2013E 


Marketplaces 1,386,795 1,398,334 1,411,323 1,553,262 1,608,135 1,623,463 1,765,320 6,550,180 7,014,125 7,452,822 
Y/Y growth 13% 11% 3% 12% 15% 15% 16% 15% ™% 6% 
GSI Commerce 225,000 210,000 200,000 400,000 1,035,000 1,128,150 1,207,121 
Y/Y growth 15% 9% 7% 
Payments 809,262 817,045 838,165 992,347 1,006,604 1,042,995 1,232,933 4,274,880 5,299,300 6,522,695 
Y/Y growth 26% 22% 22% 23% 23% 24% 27% 24% 24% 23% 


Marketplaces 2,252,073 563,529 560,295 597,477 2,303,754 629,071 636,992 638,460 704,593 2,609,116 2,784,217 2,937,687 
Y/Y growth -8% 5% -2% 1% 2% 8% 13% 14% 18% 13% 7% 6% 
Contribution Margin 42.4% i 40.3% 39.7% 39.2% 40.3% 40.5% 39.6% 39.3% 39.9% 39.8% 39.7% 39.4% 
GSI Commerce 16,000 44,000 60,000 180,504 229,353 
Y/Y growth = ~- - 201% 27% 
Contribution Margin 8.0% 11.0% - 16.0% 19.0% 
Payments 463,201 182,893 162,592 161,766 214,630 721,881 221,293 215,413 216,943 294,671 948,321 1,255,934 1,630,674 
Y/Y growth 4% 63% 51% 59% 52% 56% 21% 32% 34% 37% 31% 32% 30% 
Contribution Margin 16.6% 22.6% 19.9% 19.3% 22.1% 21.0% 22.3% 21.4% 20.8% 23.9% 22.2% 23.7% 25.0% 
Communications 148,088 
Y/Y growth 27% 
Contribution Margin 23.9% 


Y/Y growth -6% 6% 0% 7% 6% 11% 17% 21% 28% 20% 17% 14% 
Less: Unallocated Expenses 310,319 80,471 77,064 75,377 325,407 101,341 94,131 103,193 118,939 417,603 457,014 501,027 
Y/Y growth 2% 0% -9% 17% 5% 10% 17% 34% 58% 28% % 10% 


1% 7% 1% 6% 11% 17% 19% 25% 19% 
29.3% 30.6% 29.1% 28.7% 29.5% 29.5% 29.4% 29.0% 26.8% 27.2% 28.0% 
3.6% 4.2% 3.6% 3.4% 3.0% 3.6% 4.0% 3.6% 3.6% 3.5% 3.6% 3.4% 3.3% 


Y/Y growth 
PF Operating Margins 


Marketplaces 63% 63% 62% 
Payments 37% 37% 38% 
Communications 0% 0% 0% 
Total Revenue 100% 100% 100% 


100% 


Marketplaces 78% 78% 75% 73% 
Payments 22% 22% 25% 25% 
Communications 0% 0% 0% 0% 
Total Contribution Profit 100% 100% 100% 100% 


100% 100% 100% 


U.S. 1,004,211 1,032,104 1,058,258 1,119,642 1,151,629 1,167,758 1,190,671 1,256,956 4,767,015 5,350,754 

Y/Y growth 4% 8% 4% 7% 15% 13% 13% 12% 13% 12% 

% of revenue 46% 47% 47% 45% 45% 45% 45% 42% 44% 43% 
International 1,191,846 1,183,275 1,191,230 1,375,708 1,393,980 1,446,981 1,475,787 1,741,297 6,058,045 6,962,671 
Y/Y growth 13% 4% 17% 22% 24% 27% 23% 15% 
Y/Y growth, ex-FX impact 6% 6% 16% 19% 21% 25% 23% 15% 
% of revenue 54% 53% 55% 55% 55% 58% 56% 57% 


Y/Y growth 
Y/Y growth, ex-FX impact 


Source: Company reports and J.P. Morgan estimates. 
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Table 39: EBAY Marketplaces Business 


$ in thousands 


Ex-Vehicles GMV 
US ex-Vehicles GMV 
Y/Y growth 
International ex-Vehicles GMV 
Y/Y growth 
Y/Y growth, ex-FX impact 
Ex-Vehicles GMV 
Y/Y growth 
Y/Y growth, ex-FX impact 
Vehicles GMV 
US Vehicles GMV 
Y/Y growth 
% of total Vehicles GMV in the US 
International Vehicles GMV 
Y/Y growth 
Y/Y growth, ex-FX impact 
Vehicles GMV 
Y/Y growth 
Y/Y growth, ex-FX impact 


Y/Y growth reported 
Y/Y growth, ex-FX impact 


Transaction Revenue 
U.S. Marketplaces 
Y/Y growth 
Take Rate 
% of Total Marketplaces Transaction Revenue 
International Marketplaces 
Y/Y growth 
Y/Y growth, ex-FX impact 
Take Rate 
% of Total Marketplaces Transaction Revenue 
Y/Y growth 
Y/Y growth, ex-FX impact 
Take Rate 
Marketing Services & Other Revenues 
U.S. Marketplaces 
Y/Y growth 
% of marketplaces mktg rev 
International Marketplaces 
Y/Y growth 
Y/Y growth, ex-FX impact 
% of marketplaces mktg rev 
f laces I 
Y/Y growth 
Y/Y growth, ex-FX impact 


Y/Y growth 
Y/Y growth, ex-FX impact 


Gross Merchandise Volume 
GMV by Geography 
US GMV 
Y/Y growth 
% of total GMV 
International GMV 
Y/Y growth 
Y/Y growth, ex-FX impact 
% of total GMV 


Y/Y growth 
Y/Y growth, ex-FX impact 


2009A 3/10A 
19,612,900 5,130,000 
4.9% 6.5% 
28,740,900 8,241,000 
5.0% 37.8% 
14.1% 24.4% 
48,353,800 13,371,000 
1% 24% 
6% 16% 
4,634,990 990,290 
-28% -13% 
52% 49% 
4,218,010 1,030,710 
-19% 10% 
9% % 
8,853,000 2,021,000 
-24% -3% 
-20% 1% 
06,800) 
4% 20% 
1% 13% 
2,028,214 495,442 
Th 2% 
8.36% 8.10% 
45% 42% 
2,433,630 677,497 
4% 28% 
4% 16% 
7.38% 7.31% 
55% 58% 
5% 13% 
-1% ™% 
7.80% 7.62% 
265,253) 62,018 
-23% % 
31% 29% 
583,916 151,838 
10% 17% 
19% 6% 
69% 1% 
| 
3% 12% 
3% 5% 
5% 13% 
-1% % 
24,247,890 6,120,290 
-10% 3% 
42% 40% 
32,958,910 9,271,710 
1% 34% 
10% 21% 
58% 60% 
06,800) 
4% 20% 
1% 13% 


Source: Company reports and J.P. Morgan estimates. 


13 July 2011 
610A 910A 

4,801,600 4,900,000 
24% 2.0% 
7,729,600 7,691,000 
20.1% 41% 
21.0% 8.0% 
12,531,200 12,591,000 
13% 3% 
13% 6% 
1,072,610 1,035,360 
12% -16% 
49% 48% 
1,116,390 1,121,640 
3% 3% 
5% 2% 
2,189,000 2,157,000 
5% -10% 
4% 7% 
10% 1% 
10% 4% 
523,052 545,076 
8% 3% 
8.90% 9.18% 
44% 46% 
659,461 640,486 
16% 3% 
11% ™% 
7.45% 7.27% 
56% 54% 
12% 3% 
13% 5% 
8.03% 8.04% 
64,746 69,986 
11% 6% 
30% 31% 
151,075 155,775 
5% 6% 
% 11% 
10% 69% 
% 6% 
8% 9% 
11% 3% 
12% 6% 
5,874,210 5,935,360 
1% 2% 
40% 40% 
8,845,990 8,812,640 
18% 3% 
19% ™% 
60% 60% 

10,2 I 
10% 1% 
10% 4% 


12/10A 


5,584,000 
5.3% 
9,455,000 
5.8% 
9.0% 
15,039,000 
6% 

8% 


921,600 
-12% 
48%. 
1,038,535 
1% 

2% 
1,920,000 
-8% 


543,162 
6% 
8.35% 
43% 
716,017 
1% 

4% 
6.82% 
57% 

| 
3% 
5% 
7.42% 


82,149) 
3% 
31% 
182,847 
12% 
15% 
69%, 

} 

9% 
11% 


4% 
6% 


6,505,600 
2% 

38% 
10,493,535 
5% 

8% 

62% 
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2010A 


20,415,600 
41% 
33,116,600 
15.2% 
14.6% 
53,532,200 
11% 

10% 


4,019,860 
-13% 
48%. 
4,307,275 
2% 

3% 
8,327,135 
6% 

6% 

| 
8% 
8% 
| 


2,106,731 
4% 
8.62% 
44%, 
2,693,462 
11% 

11% 
7.20% 
56% 
| 
8% 
™% 
7.76% 


278,899 
5% 
30% 
641,535) 
10% 
10% 
70% 

1 


24,435,460 
1% 

40%. 
37,423,875 
14% 

13% 

60%, 


311A 


5,631,000 
9.8% 
8,866,000 
7.6% 
6.0% 
14,497,000 
8% 

8% 


1,004,500 
1% 

49% 
1,045,500 
1% 

1% 
2,050,000 
1% 

0% 


8% 
6% 


565,292 
14% 
8.52% 
44% 
719,463 
6% 

5% 
7.26% 
56% 


10% 
9% 
7.16% 


69,812 
13% 
26% 

198,695 
31% 
29% 
74% 


26% 
24% 


12% 
11% 


6,635,500 
8% 

40% 
9,911,500 
™% 

5% 

60% 


G/11E 


5,252,950 
9.4% 
8,560,698 
10.8% 
7.0% 
13,813,649 
10% 

8% 


1,094,062 
2% 

48% 
1,191,770 
™% 

3% 
2,285,833 
4% 

3% 


9% 
™% 


580,752 
11% 
9.15% 
44% 
731,435 
11% 
™% 
7.50% 
56% 
11% 
9% 
8.15% 


71,221 
10% 
24% 

224,727 
49% 
45% 
76% 


37% 
35% 


15% 
13% 


6,347,013 
8% 

39% 
9,752,469 
10% 

6% 

61% 


9% 
™% 


9/11E 


5,292,000 
8.0% 
8,586,194 
11.6% 
9.0% 
13,878,194 
10% 

9% 


1,066,421 
3% 

47% 
1,184,895 
6% 

3% 
2,251,316 
4% 

3% 


9% 
8% 


591,333 
8% 
9.30% 
45% 
723,061 
13% 
10% 
7.40% 
55% 
11% 
9% 
8.15% 


79,084 
13% 
26% 

229,986 
48% 
45% 
74% 


37% 
35% 


15% 
14% 


6,358,421 
™% 
39% 
9,771,089 
11% 

8% 
61% 


9% 
8% 


12/11E 


5,974,880) 
7.0% 
10,553,674 
11.6% 
10.0% 
16,528,554 
10% 

% 


949,248) 
3% 

46% 
1,096,901 
6% 

4% 
2,046,149) 
™% 

6% 


10% 
% 


574,703} 
6% 
8.30% 
MN% 
838,841 
11% 
15% 
7.20% 
59% 


12% 
11% 
7.61% 


92,828) 
13% 
26% 

258,948, 
42% 
40% 
74% 


33% 
32% 


16% 
15% 


6,924,128 
6% 

37% 
11,650,575 
11% 

% 

63% 


10% 
% 


J.P Morgan 


2011E 2012E 2013E 
22,150,830) 23,590,634) 24,888,119) 
8.5% 6.5% 5.5% 
36,566,566) 39,491,892 42,453,784, 
10.4% 8.0% 7.5% 
8.1% 8.0% 7.5% 
58,717,397) 63,082,526) 67,341,903) 
10% ™% 7% 
8% ™% 7% 
4,114,231 4,217,087 4,322,514 
2.3% 3% 3% 
48% 47% 47% 
4,519,066) 4,699,829 4,840,824 
4.9% 4% 3% 
2% 4% 3% 
8,633,297, 8,916,916) 9,163,338) 
4% 3% 3% 
2% 3% 3% 
471,999,482) 76,505,241) 
9% 7% 6% 
7% 7% 6% 
| 
2,312,080) 2,419,272 2,482,904 
10% 5% 3% 
8.80% 8.70% 8.50% 
43% 43% 42% 
3,012,800) 3,210,528 3,419,400 
12% ™% 7% 
9% ™% 7% 
7.33%) 7.27%) 7.23% 
57% 57% 58% 
11% 6% 5% 
10% 
7.91% 7.82% 7.1% 
312,945) 344,239) 375,221 
12% 10% 9% 
26% 25% 24% 
912,356) 1,040,086) 1,175,297) 
15% 14% 13% 
40% 14% 13% 
74% 75%| 76% 
| 34,325) 18) 
33% 13% 12% 
31% 13% 12% 
15% ™% 6% 
13% ™% 6% 
26,265,061 27,807,721 29,210,633) 
™% 6% 5% 
39%) 39% 38% 
41,085,633} 44,191,721 47,294,607, 
10% 8% 7% 
7% 8% 7% 
61% 61% 62% 
94, 99,442) 05,241) 
9% 7% 6% 
™% ™% 6% 


2014E 2015E 

26,008,085: 27,048,408 
4.5% 4.0% 
45,213,280. 47,473,944 
6.5% 5.0% 
6.5% 5.0% 
71,221,364 74,522,352 
6% 5% 
6% 5% 
4,430,577 4,541,341 
3% 3% 
47% 48%, 
4,937,640 4,987,017 
2% 1% 
2% 1% 
9,368,217 9,528,358; 
2% 2% 
2% 2% 

| 
5% 4% 
5% 4% 
2,556,848 2,653,539 
3% 4% 
8.40% 8.40% 
41%, 42% 
3,610,866 3,724,728 
6% 3% 
6% 3% 
7.20% 7.10% 
59% 58% 

| 

ssh 
4% 3% 
7.65% 7.59% 
405,239) 433,605 
8% ™% 
24%, 23%, 
1,304,580 1,421,992: 
11% 9% 
11% 9% 
76%, 17% 

9.818 | 
10% 9% 
10% 9% 

| 
6% 5% 
6% 5% 
30,438,661 31,589,749 
4% 4% 
38% 38% 
50,150,920 52,460,960 
6% 5% 
6% 5% 
62%, 62%. 

| 
5% 4% 
5% 4% 
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Table 40: EBAY Payments Business 
$ in thousands 


2009A 3/10A 6/10A 9/10A 12/10A 2010A 3/11A 6/11E 9/11E 412/11E 2011E 2012E 2013E 
On eBay 31,176,200) 8,581,000 8,055,000 8,204,000 9,884,000 | 34,724,000, 9,795,000 9,071,011 9,119,680 10,845,616 
Y/Y growth 18% 9% 8% 14% 13% 11% 
Y/Y growth, ex-FX impact 14% 10% 11% 13% 11% 10% 
% of Total TPV 40% 38% 37% 36% 33% 32% 
Merchant Services 12,533,000 13,051,000 13,855,000 16,523,000 17,242,400 17,829,418 
Y/Y growth 49% 43% 40% 36% 38% 37% 34% 
Y/Y growth, ex-FX impact 46% 44% 42% 38% 37% 35% 33% 
% of Total TPV 59% 61% 62% 61% 63% 65% 66% 
BML TPV 227,600 276,000 306,000 460,000 324,400 383,640 410,040 634,800 
FX Impact 
Y/Y growth, ex-FX impact 
Y/Y growth 18% 38% 54% 43% 39% 34% 
% of Total TPV 1 1% 1% 
Y/Y growth 


Y/Y growth, ex-FX impact 


Transaction Revenue 


U.S. Payments 407,050 400,793 406,891 1,668,552 471,355 467,922 477,777 
Y/Y growth 20% 16% 17% 17% 16% 17% 17% 
% of Payments Trans Rev 53% 52% 51% 51% 50% 49% 48% 
International Payments 1,213,574 359,522 369,962 390,935 1,592,762 471,355 487,021 517,592 2,688,051 3,385,303 
Y/Y growth 18% 35% 29% 30% 31% 32% 27% 26% 
Y/Y growth, ex-FX impact 27% 35% 32% 32% 31% 28% 26% 
% of Payments Trans Rev 47% 48% 49% 50% 51% 
Y/Y growth 23% 24% 
Y/Y growth, ex-FX impact 23% 22% 
Take Rate A F ‘ 3.45% 3.50% 3.54% 
Marketing Services & Other Revenue 
U.S. Payments 45,171 47,864 42,477 
Y/Y growth 14% 10% 17% 
% of Payments Marketing Services & Other Revs 9 9. 9 91% 93% 89% 
International Payments 4,467 3,798 5,149 
Y/Y growth 49% 37% 28% 
Y/Y growth, ex-FX impact 49% 33% 25% 
% of Payments Marketing Services & Other Revs 1 1 9% 7% 11% 
Y/Y growth 86% 12% 18% 4% 17% 13% 12% 18% 
Y/Y growth, ex-FX impact 87% 12% 18% 4% 17% 13% 11% 18% 
| ; | 3 | ’ ; 
Y/Y growth 16% 26% 22% 22% 22% 23% 23% 24% 
Y/Y growth, ex-FX impact 20% 26% 23% 23% 24% 24% 22% 23% 


Total Payment Volume 
TPV by Geography 


US TPV 44,051,712| 12,751,606 12,829,200 13,195,350 15,314,190) 54,090,346| 15,461,887 15,551,920 15,745,956 
Y/Y growth 25% 23% 22% 21% 21% 19% 
% of total GMV 60% 60% 59% 57% 57% 56% 
International TPV 8,589,994 8,552,800 9,169,650 11,899,913 11,732,150 12,371,823 15,183,761 85,975,941 
Y/Y growth 52% 36% 33% 39% 37% 35% 31% 29% 
Y/Y growth, ex-FX impact 44% 37% 36% 39% 33% 32% 30% 29% 
% of total GMV 40% 40% 41% 43% 43% 44% 45% 48% 
Y/Y growth 35% 28% 26% 28% 28% 26% 26% 24% 
Y/Y growth, ex-FX impact 32% 29% 28% 29% 26% 25% 25% 24% 
Contribution Profit 
Revenue 2,795,946 809,262 817,045 838,165 971,175 | 3,435,647 992,347 1,006,604 1,042,995 1,232,933 5,299,300 | 6,522,695 
Y/Y Growth 16% 26% 22% 22% 22% 23% 23% 23% 24% 27% 24% 23% 
Direct Costs 2,332,745 626,369 654,453 676,399 756,545 | 2,713,766 771,054 791,191 826,052 938,262 4,043,366 4,892,021 
Y/Y Growth 21% 18% 17% 15% 16% 16% 23% 21% 22% 24% 22% 21% 
Direct Contribution 463,201 182,893 162,592 161,766 214,630 721,881 221,293 215,413 216,943 294,671 1,255,934 1,630,674 


Y/Y Growth -4% 63% 51% 59% 56% 21% 32% 34% 37% 32% 30% 


Incremental Margin (Operating Leverage) 
Other Metrics 
On eBay penetration 
Net total number of payments (millions) 
Y/Y growth 
Total number of payments (millions) (previous Definition) 
Y/Y growth 
Q/Q growth 
Avg. amount per payment 
Y/Y growth 
Total Active Registered Accounts 
Y/Y growth 
Payments Revenue Breakdown 
Transaction Revenues as % of Total Payments Revenue 
Mktg & Other Revenues as % of Total Payments revenues 


Payments Geographic Breakdown 
US Revenues as % of Total Payments Revenue 
International Revenues as % of Total Payments revenues) 
Payment Transaction Rates 
Transaction revenue rate 
Transaction processing expense rate 
Transaction loss rate 
Raw Margin on TPV 
Loan Portfolio Rates 
Portfolio Balance (in millions) 
Risk Adjusted Margins 
Net Charge-off Rate 
90 Day Deliquency Rate 


24% 24% 


Y/Y growth 
Less: Transaction processing expenses 1,536,029 1,862,812 
Y/Y growth 3 2 2 1 20% 21% 
Less: Transaction losses 217,363 268,675 
Y/Y growth 3 4% 24% 
Raw Transaction Profit 1,634,194 2,057,455 3,318,403 | 4,137,592 
Y/Y growth 2 26% 


Raw Transaction Margin on Revenue 


Source: Company reports and J.P. Morgan estimates. 
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Table 41: EBAY Statement of Cash Flows 


$ in thousands 


Net income (loss) 
Provision for doubtful accounts and authorized credits 
Provision for transaction losses 
Provision for transaction and loan losses 
Depreciation and amortization 
Impairment of certain equity investments 
Stock based compensation expense related to stock options 
Deferred Income Taxes 
Tax benefit on the exercise of employee stock options 
Excess tax benefits from stock-based compensation 
Minority interests and other 
Cumulative effect of accounting change 
Gain on sale of assets 
Changes in working capital: 
Accounts receivable 
Loans & Receivables, net 
Funds receivable 
Other current assets 
Other non-current assets 
Deferred tax assets 
Accounts payable 
Due to customers and funds payable 
Accrued expenses and other liabilities 
Deferred revenue and customer advances 
Income taxes payable 
Total Changes in Working Capital 
Net cash provided by (used in) operating activities 


Purchases of property and equipment 
Principal loans recievable net of collections 
Proceeds from sale of corporate aircraft 
Purchases of investments 
Maturities and sales of investments 
Proceeds from sale of property and equipment 
Acquisitions, net of cash acquired 
Payments on notes receivable 
Purchases of other non-current assets 

Net cash provided by (used in) oo activities 


Proceeds from issuance of common stock, net 
Repurchases of common stock 
Payment on Acquired obligations 
Payment of headquarter facility lease obligation 
Net borrowings under commercial paper program 
Proceeds from (principal payments on) long-term debt/credit line 
Proceeds from issuance of common stock by subsidiaries 
Proceeds from notes payable 
Partnership contributions 
Partnership distributions & Other 
Excess tax benefits from stock-based compensation 

Net cash provided by (used in) financing activities 

Effect of exchange-rate on cash and equivalents 

Net change in cash 

Cash & equivalents - BOP 

Cash & equivalents - EOP 


Net cash provided by operating activities 
Payment of headquarters facility lease obligations 
Purchases of fixed assets (net) 


Y/Y Growth 

Q/Q Growth 
Cumulative Free Cash Flow last four quarters 
Operating Cash Flow Growth 

Y/Y Growth 

Q/Q Growth 
Capex 

Capex as % of net revenue 


Source: Company reports and J.P. Morgan estimates. 
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2009A 3/10A 


2,389,097 | 397,653 


382,825 | 106,029 
810,946 | 188,022 


394,808 | 102,069 


(375,511) 


2,908,086 | 418,262 726,379 747,114 854,005 | 2,745,760 


| 
(567,094) 
(121,138) 


(1,142,098) 


(152,256) 
15,650 

(944,393) 

259,446 


103,572 
1,780,321 
(1,209,433) 


6,487.00 


(1,149, 383) (700,969) (134, I (655,097) (891.738)| (2,282,470) (696, ay (2,609,179) 


(7,390) 
(116,718) 
(406,815) 


6/10A 


412,192 


(57,645) 


(207,201) 
(63,760) 

(349,808) 
493,460 


(7,000) 


57,522 


57,753 
(205,027) 
444,439 


9/10A 


431,929 


97,964 
194,338 


93,780 


(70,897) 


(166,988) 
(90,134) 

(728,441) 
430,617 


19,213 
(297,662) 


(309,449) 
260,897 
143,465 


3,188,928 | 3,999,818 3,593,003 4,037,442 4,180,907 


12/10A 2010A 


559,187 | 1,800,961 


392,240 
762,465 


381,492 


(87,345) 


(197,467), (723,912) 
(241,486)| (379,730) 
(620,872)| (2,643,514) 
252,684 | 1,436,207 


116,675 
(413,406) 


300,000 
1,488,702 


300,000 
1,488,702 


1,493,492 
(59,255) 
1,396,504 


1,234,406 

(120,103) 
1,577,593 
3,999,818 


3/11A 


475,865 


107,091 
193,089 


118,857 


(195,292) 


699,610 


(148,568) 
(3,816) 

(484,951) 

230,358 


6/11E 


498,822 


(34,630) 


128,907 


68,291 
(128,907) 
13,763 
(4,944) 
987,008 


(209,179) 


(190,537) (2,400,000) 


(338,592) 
122,726 


(200,000) 


(213,500) 


(112,829) (1,835,671) 


5,577,411 


3,999,818 | 3,593,003 4,037,442 4,180,907 5,577,411) 5,577,411 | 5,464,582 


2,908,086 | 418,262 
(567,094) (152,256) 
1% -54% 

-89% 

2,029,405 

1% -37% 

-46% 

567,094 | 152,256 
6.5% 6.9% 


726,379 


(207,201) 
19,1 
-14% 
95% 
1,946,319 


-1% 
-6% 
207,201 

9.4% 


747,114 


(166,988) 
8 I, 

3% 

12% 

1,962,972 


1% 

3% 
166,988 

74% 


854,005 | 2,745,760 
(197,467), (723,912) 
10% -14% 

13% 

2,021,848 
11% -6% 

14% 
197,467 | 723,912 
7.9% 7.9% 


699,610 
(148,568) 


107% 
-73% 
2,306,884 


67% 
-75% 
176,491 

6.9% 


5,464,582 
3,628,910 


987,008 


(209,179) 


50% 
41% 
2,565,535 


36% 

41% 
209,179 

8.0% 


9/11E 


117,525 
215,000 


110,000 


(174,006) 


(94,616) 


510,940 


(186,320) 


(186,320) 


(200,000) 


(213,500) 


111,120 
3,628,910 
3,740,030 


510,940 
(186,320) 


-44% 
-58% 
2,310,029 


-32% 

-48% 
186,320 

6.5% 


J.P Morgan 


12/11E 2011E 


621,930 


1,694,668 


(123,069). 


(493,839) 


1,049,919 


(237,878) 


(237,878) 


(200,000) 


(213,500) 
1,413,697 
5,577,411 


598,541 
3,740,030 
4,338,571 
1,049,919 

(237,878) 
24% 22% 

150% 
2,465,531 
23% 18% 

105% 


237,878 
7.0% 


809,868 
7.09% 


2012E 


2,463,510 


551,105 
892,599 


481,800 


3,465,716 
6,991,108 


39% 


954,352 
7.1% 


2013E 


2,936,447 


607,305 
912,599 


505,890 


(74,641) 
(889,021) 


16,048 
889,021 
57,101 
15,670 

0 
14,177.78 


3,574,365 
10,456,824 


12% 


1,002,054 
6.6% 
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Table 42: EBAY Balance Sheet 


$ in thousands 


Current Assets 
Cash and cash equivalents 
Short-term investments 
Accounts receivable, net 
Loans & receivables, net 
Funds receivable and customer accounts 
Other current assets 
Total current assets 
Long-term investments 
Restricted cash and investments 
Property and equipment, net 
Goodwill, net 
Intangible assets, net 
Deferred tax assets 
Other assets 


Liabilities and Stockholders’ Equity (Deficit) 
Current Liabilities 
Accounts payable 
Funds payable and amounts due to customers 
Accrued expenses and other current liab. 
Deferred revenue and customer advances 
Short-term debt 
Income taxes payable 
Total current liabilities 
Long-term debt 
Deferred tax liabilities 
Other liabilities 
Minority interests 


Preferred stock 


Common stock 


Additional paid-in capital 

Unearned stock-based compensation 
Treasury stock at cost 

Retained earings 

Accumulated other comprehensive income 


Source: Company reports and J.P. Morgan estimates. 


100 


3/094 


3,057,159 
180,285 
392,049 
507,568 

1,584,759 
439,214 

6,161,034 

89,361 


1,197,420 
6,783,093 
657,487 


239,392 


160,174 
1,584,759 
792,188 
193,203 
400,000 
29,600 
3,159,924 


804,317 
47,839 


1,464 
8,736,629 


(6,376,970) 
6,001,869 


6/09A 


2,573,617 
441,202 
422,145 
507,110 

1,905,871 
399,955 

6,249,900 
119,659 


1,254,769 
7,796,090 
954,361 


191,510 


186,491 
1,905,871 
984,172 
215,728 
400,000 
38,102 
3,730,364 


859,689 
54,664 


1,464 
8,736,629 


(6,376,970) 
6,807,734 
4,152,715 
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9/09A 


2,557,859 
601,443 
419,982 
511,809 

1,993,294 
389,200 

6,473,587 
479,285 


1,293,775 
8,016,465 
909,401 


183,859 


209,333 
1,993,294 
961,966 
231,992 
200,000 
50,093 
3,646,678 


907,342 
51,185 


1,464 
8,736,629 


(5,376,970) 
7,637,329 
1,752,715 


12109A 


3,999,818 
943,986 
407,507 
622,846 

2,157,945 
328,106 

8,460,208 

1,381,765 


1,314,328 
6,143,086 
767,812 


341,121 


192,412 
2,157,945 
981,784 
99,305 


210,522 
3,641,968 


929,143 
49,561 


1,464 
8,736,629 
(5,376,970; 


8,673,810 
1,752,715 


SOA 


3,593,003 
934,898 
393,414 
595,268 

2,315,160 
445,695 

8,277,438 

1,977,567 


1,346,850 
6,130,156 
703,153 


255,014 


144,266 
2,315,160 
970,881 
98,123 


58,581 
3,587,011 


928,460 
49,598 


1,464 
8,736,629 


(6,376,970) 


9,011,271 
1,752,715 


GI0A 


4,037,442 
860,440 
388,925 
647,316 

2,256,985 
484,205 

8,675,313 

1,827,886 


1,429,210 
§,921,852 
610,224 


283,099 


191,919 
2,256,985 
977,958 
92,551 


44,848 
3,564,261 


967,177 
46,855 


1,500 


10,215,314 


(5,377,618) 


9,168,962 
161,133 


910A 


4,180,907 
1,181,615 
409,807 
725,582 
2,492,856 
463,761 
9,454,528 
2,101,405 


1,466,047 
6,121,481 
586,533 


218,068 


116,114 
2,492,856 
1,057,281 

94,108 


48,550 
3,808,909 


1,054,999 
50,202 


1,505 
10,251,510 


(5,678,028) 
9,600,891 
858,074 


120A 


5,577,411 
1,045,403 
454,366 
956,189 
2,550,731 
481,238 
11,065,338 
2,492,012 


1,523,333 
6,193,163 
540,711 


189,205 


184,963 
2,550,731 
1,343,888 

96,464 
300,000 
40,468 
4,516,514 
1,494,227 
645,457 
45,385 


1,513 
10,480,709 


(6,091,435) 
10,160,078 
751,314 


12% 
12% 


5,464,582 
1,300,026 
447,810 
952,615 
2,746,079 
603,716 
11,514,828 
2,715,363 


1,547,943 
6,445,103 
582,372 


199,251 


152,023 
2,746,079 
1,424,343 

101,689 

300,000 

39,415 
4,763,549 
1,494,482 

752,597 

49,819 


1,524 
10,616,354 


(6,447,978) 
10,635,943 
4,138,570 


6I1E 


3,628,910 
1,300,026 
482,440 
952,615 
2,617,172 
603,716 
9,584,879 
2,715,363 


1,595,590 
6,385,103 
582,372 


2,515,783 


220,314 
2,617,172 
1,438,106 

96,745 


39,415 
4,411,753 
1,494,482 

752,597 
277,023 


1,524 
10,616,354 


(6,447,978) 
11,134,765 
1,138,570 


3% 
1% 


O1E 


3,740,030 
1,300,026 
656,447 
952,615 
2,711,787 
603,716 
9,964,621 
2,715,363 


1,636,910 
6,315,103 
582,372 


2,715,783 


260,755 
2,711,787 
1,519,223 

106,059 


39,415 
4,637,240 
1,494,482 

752,597 
504,548 


1,524 
10,616,354 


(6,447,978) 
11,232,816 
1,138,570 


1211 


4,338,571 
1,300,026 
779,515 
952,615 
3,205,626 
603,716 
11,180,070 
2,715,363 


1,729,788 
6,245,103 
582,372 


215,528 


3 


253,342 
3,205,626 
1,597,179 

118,939 

300,000 

39,415 
5,514,502 
1,494,227 

752,597 

743,682 


1,524 
10,616,354 


(6,447,978) 
11,854,746 
1,138,570 


11% 
11% 


J.P Morgan 


1212E 


10,456,824 
1,300,026 
765,374 
952,615 
4,133,454 
603,716 
18,212,009 
2,715,363 


2,064,140 
5,972,504 
582,372 


562,991 


252,411 
4,133,454 
1,612,989 

120,974 

300,000 

39,415 
6,459,242 
1,494,227 

752,597 

1,776,586 


1,524 
10,616,354 


(6,447,978) 
14,318,256 
1,138,570 


12N3E 


14,031,189 
1,300,026 
840,014 
952,615 
5,022,475 
603,716 
22,750,035 
2,715,363 


2,416,194 
5,709,905 
582,372 


268,458 
5,022,475 
1,670,090 

136,644 

300,000 

39,415 
7,437,082 
1,094,227 

752,597 

2,889,781 


1,524 
10,616,354 


(6,447,978) 
17,254,703 
41,138,570 
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Yahoo! 


Table 43: YHOO Income Statement 


$ in millions except per share data 
2009A 3/10A 6/10A 910A 120A 2010A 3/11A 6/11E Q911E =12/11E = 2011E = 2012E = 2013E 


$1,7778| $466.5 $4733 $4768  $3199| $1,736.4| $150.0 $1599 $1567  $1600| $6266 INA |NA 
1,083.2} 2388 2089 2033 2368) 8878) 2268 2337 2339 2474) 941.8) 1,009.8) 1,050.2 
| | 


Traffic Acquisition Costs (TAC) 


Other cost of revenues 


Operating expenses 


Sales & marketing 1,103.8 7 A ‘ d 1,193.3 1,138.6 
Product development 1,004.2 7 : 3 . 975.5 973.5 
General & administrative 500.5 R A zi . 445.9 474.2 


Payroll taxes on option exercises - - - 

Stock compensation expense 449.1 i A E : 219.3 199.4 
Amortization of intangibles 39.1 si Q A A 31.6 32.1 
Restructuring costs 115.8 F Is H A 62.2 11.3 


2,829.1 


Acquisition / Impairment costs = - 
Total operating expenses 


Other income, net . A . A 2 5.0 GA i i 

Income before taxes, acctg change 194.8 174.4 187.2 284.4 
Provision for income taxes 52.1 57.6 61.8 
Effective tax rate 26.8% 33.0% 33.0% 
Earnings in equity interests 82.2 115.0 
Minority interest 

GAAP Net Income (loss) bf Cum. Effect 

Accounting change/One-time items 


1,398.3 1,378.4 1,333.8 1,306.0 1,354.1 : 1,319.1 
1,413.4 1,390.2 1,343.1 1,311.7 1,364.6 1,320.2 1,330.2 


1,324.1 A 1,321.6 1,326.6 
1,335.2 1,332.7 1,337.7 


Basic shares outstanding 
Diluted shares outstanding 
Pro Forma Net Income Reconciliation: 
GAAP Net Income 
Stock compensation expense 
Amortization of intangibles 

Tax effect 
Other non-recurring items 


223.0 245.4 320.5 
34.4 55.0 55.0 55.0 199.4 199.4 
8.1 8.0 8.0 8.0 25.6 20.5 
(17.0) (25.2) (25.2) ~— (25.2) : (88.0) 
37.3 : : - 


310.2 213.3 396.1 312.0 
60.8 57.6 51.1 49.8 219.3 
8.1 79 8.0 76 31.6 
(27.6) (26.2) (23.6) ~— (23.0)|_-—« (100.4) 
(105.0) 10.1 (180.6) 41.9| (233.6) 


1,231.7 1,189.8 1,387.0 


1,335.2 


1,390.2 


1,330.2 1,327.7 1,332.7 1,337.7 


Diluted shares outstanding 1,413.4 1,343.1 1,311.7 1,364.6 1,320.2 1,325.2 


EBITDA Reconciliation 
Operating income (reported) 
Depreciation & amortization 
Stock compensation expense 
One time items 


810.4 
758.5 
199.4 
11.33 


950.6 
796.4 
199.4 


188.0 175.4 189.2 220.0 
165.2 158.0 162.0 171.3 
60.8 57.6 51.1 49.8 
(38.6) 10.1 5.8 41.9 


772.5 
656.5 
219.3 
19.17 


189.7 167.4 178.9 274.4 

168.7 191.7 197.5 200.6 
34.4 55.0 55.0 55.0 

11.3 = = - 


1,125.2 
836.3 
199.4 


Yr/Yr Growth 
Gross Revenues 
Traffic Acquisition Costs (TAC) 


-19.3% 
-67.1% 


1.8% 
8.4% 


1.6% 
7.4% 


-11.9% 
-32.4% 


-24.2% 
-68.3% 


-20.5% 
-66.5% 


1.1% 
10.1% 


Gross profit 1.0% 6.5% 6.0% -1.6% -6.1% -4.6% 
Sales and marketing 10.6% 26.6% 17.8% -15.1% -14.8% -4.2% 
Product development -7.2% 1.1% -0.7% -4.4% -3.6% -3.2% 
General and administrative -18.1% -0.1% -10.4% -14.5% 17.0% 1.7% 
Total operating expenses -10.1% -5.5% -5.9% -13.5% -7.9% -2.8% 
Operating income 86.7% 131.5% 106.7% 85.2% 0.9% -11.5% 


GAAP EPS 49.7% | 162.6% 53.5% 125.8% 120.4%) 113.7% -23.0% -40.7% -37.5% 0.9% -14.8% 16.1% 16.1% 
Pro Forma EPS -16.8% 20.1% 27.9% 48.6% 52.7% 37.4% 24.1% 8.9% 13.9% -9.4% 7.1% 10.3% 14.2% 


Net revenues -10.2% -0.2% -0.3% 7.2% -11.7% 4.6% 2.0% 11.7% 
Gross profit 
Sales and marketing 
Product development 
General and administrative 
Total operating expenses 
Operating income 
Pro forma EBITDA 
Cash EPS 
Margins 
Gross margin 


% of Revenues 

Other cost of revenues (non-TAC) 

Operating margin (on gross revenue) A a : 7 A #VALUE! | #VALUE! 
Operating margin (on net revenue) z r A i A 19.5% 21.7% 


Sales & marketing 
Product development 
General and administrative 


Source: Company reports and J.P. Morgan estimates. 
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Table 44: YHOO Revenue Analysis 


2009A 3/10A 6/10A 9/10A 12/10A  2010A 3/11A 6/11E 9/11E 12/11E  2011E 2012E 2013E 


Y/Y growth 1.1% 1.8% Z ‘ -20.5%  -19.3% 
Traffic Acquisition Costs 466.5 473.2 i 4 159.9 156.7 
TAC as a % of Total Yahoo! GAAP Revenue 29.2% 29.6% R : 12.6% 12.1% 


Y/Y growth -2.2% -0.7% 3 . -1.4% 1.0% 
Q/Q growth -10.2% -0.2% . iS 4.6% 2.0% 


GAAP Search Revenue 3,396.4 841.2 842.0 R H 3,161.6 496.8 503.2 
Y/Y growth -9.5% -2.5% 2.0% F . -6.9% -41.0% -40.0% 
Q/Q growth -3.8% 0.1% . . 9.2% 1.3% 

Search TAC for non-MSFT Alliance markets 5 401.2 403.6 R H : 104.3 100.6 
TAC as a % of Search GAAP revenue . 47.7% 47.9% 4 ! E 21.0% 20.0% 


Y/Y growth . -11.1% -3.9% . . 5 -18.9%  -10.5% -6.0% 
Q/Q growth -6.9% -0.4% z i -7.9% 10.0% 2.6% 


GAAP Display Revenue : 491.0 514.1 R 7 . 522.6 555.2 560.7 
Y/Y growth . 17.7% 15.6% . . . 6.4% 8.0% 9.0% 
Q/Q growth -12.3% 4.7% : . -17.7% 6.2% 1.0% 

Display TAC f 64.0 69.5 F : 51.8 55.5 56.1 

TAC as a % of Display GAAP revenue fl 13.0% 13.5% . E é 9.9% 10.0% 10.0% 


Y/Y growth 18.1% 17.4% . . : 10.2% 12.4% 12.6% 
Q/Q growth -12.8% 4.1% : . -17.0% 6.1% 1.0% 


GAAP Other Revenue A 264.7 245.2 i: 5 236.6 220.7 228.2 
Y/Y growth . -11.8%  -19.0% . . -10.6%  -10.0% -8.0% 
Q/Q growth -11.0% -7.4% : i -5.4% -6.7% 3.4% 


Other TAC i 14 0.1 . - - - 
TAC as a % of Other GAAP revenue . 0.5% 0.1% : i 0.0% 0.0% 0.0% 


Y/Y growth . -12.0% -16.1% . -10.1% 
Q/Q growth -11.0% 1.2% I -5.4% 


Source: Company reports and J.P. Morgan estimates. 
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Table 45: YHOO Statement of Cash Flows 


$ in millions 


2009A 3/10A 6/10A 9/10A 12/10A 2010A 311A 6/11E 911E A2/11E 2011E 2012E 2013E 


Net income . 312.3 216.1 398.3 317.9 1,244.6 224.8 231.9 245.4 320.5 


Adjustments 
Depreciation & amortization . 165.2 158.0 162.0 197.3 682.5 168.7 191.7 197.5 200.6 .! 796.4 
Tax benefits from stock-based compensation . 12.9 9.1 69.3 (48.1) 43.1 12.6 10.0 20.0 25.0 . 67.6 
Excess tax benefits from stock-based compensation 5. (32.9) (31.1) (67.6) 0.6 (131.1) (18.3) (18.3) (18.3) (18.3) z (73.4) 
Cumulative effect of accounting change - - - - - - - - - - 
Earnings & Dividends in equity interests : (87.4) (35.8) (104.2) (107.5) (334.8) (82.2) (115.0) (120.0) (130.0) f (491.9) 
Minority interests in ops of consolidated subsidiaries i - - - 
Noncash losses/impairments cs 0.1 27 - 
Other non-cash charges (including stock based compensation) |. ! 56.3 (132.4) 147.2 


Total Change in working capital 
Cash flows from operations 


i | 
Acquisition of PP&E (Capex, net) 


(433.8) (112.5) (190.3) (163.9) (247.4) (714.1) (167.5) (165.0) (145.0) (130.0) 
Purchases of marketable securities (6,048.5) (682.4) (685.3) (421.4) (713.6)| (2,502.7) (616.1) z i - 
Proceeds from sales and maturities of marketable securities 2,121.0 994.7 972.8 1,188.4 444.0 3,599.9 801.7 - - - 
Acquisitions, net of cash acquired 850.6 - (112.4) - (45.1) (157.4) (34.4) - - - 


Proceeds from sales of other investments 
Investments, net 
Other 

Net cash from investing activities 


225.0 


Proceeds from issuance of stock, net 2 Hl 70.7 16.1 - - 
Excess tax benefits from stock-based compensation 5. A 31.1 67.6 A i (26.3) 18.3 18.3 
Repayment of Long Term Debt - - - 18.3 

Repurchase of common stock (385.2) (496.1) (868.0) (137.4) 
Structured stock repurchases 
Other : i 5 : : : 
Net cash from financing activities r (369.9) (405.4) (788.6) 62.1 (1,501.7) (123.3) 18.3 18.3 18.3 
Other (effect of exchange rate) F (12.9) (47.8) 52.9 10.3 26 27.2 - 
Net change in cash . 56.2 (147.3) 432.2 (89.1), 251.0 92.8 324.8 240.8 527.8 
Cash & equivalents - BOP i 1,275.4 1,330.6 1,183.3 1,615.6 1,275.4 1,526.4 1,619.2 1,944.0 2,184.8 


Average cash & marketable securities . 4,380.9 4,021.3 3,627.2 3,542.1 3,527.7 3,527.7 3,690.1 3,972.9 
Estimated annual interest rate . 1.9% 1.3% 0.6% 0.9% 0.6% 0.8% 0.9% 

Interest income on cash balance . 20.3 12.6 5.0 76 5.0 71 

Other (incl. Yahoo! Japan) 

Other income . E A 5.0 7.6 i 5.0 7.1 


($ millions, except per share amounts) 
2009A 3/10A 6/10A 9/10A 12/10A 2010A 311A 6/11E 9M1E 12/1E 2011E 2012E 2013E 


Changes in: 


Accounts receivable, net x 89.2 (28.9) (0.9) (90.9) (31.4) 106.6 426 (18.1) y 107.5 
Prepaid expenses and other assets . (127.1) 59.9 48.8 (149.7) (168.2) 59.67 - - i - 
Accounts payable ; (22.6) 24.0 (21.2) 43.4 23.6 (31.9) (32.6) 13.4 , y 32.2 
Accrued expenses and other liabilities . . . 38.9 ; : (273.6) 19.3 8.5 i‘ . (41.2) 
Deferred revenue f : A (47.2) f . ; 86.8 (15.9) . 81.9 

Changes in working capital f (265.0) k 18.3 (104.2) (376.5) (162.4) 116.2 (12.1) 186.7 180.4 

Free Cash Flow Reconciliation 

Cash flow from operations f 143.6 346.5 403.1 1,240.2 208.4 471.5 367.5 639.5 1,919.7 

Capex f (112.5) (190.3) (163.9) (247.4) (714.1) (167.5) (165.0) (145.0) (130.0) (677.2) 

Change in LT deferred revenue/other - (60.9) - - - - - - - - 

Excess tax benefits from stock-based compensation .! 32.9 31.1 67.6 (0.6) 131.1 (26.3) 18.3 18.3 18.3 . 73.4 


% Y/Y change ). 52.3% -29.4% | 155.9% -3.8% 240.2% 27.8% 
Reported Free Cash Flow per share A $0.09 $0.12 $0.25 $0.18 $0.40 $1.06 


Reported Free Cash Flow . 63.9 126.9 250.2 155.2 14.5 324.8 
Points program revenue - - - 
Restructuring costs . 44 10.1 5.8 419 
Acquisition Related Costs/Outside Advisors/Other 
Contract Termination fee (proceeds) 

Asset disposal 

Dividends received 

Sale of land 

Tax effect on supplemental items 


68.8% 45.8% -7.2% -18.4% -78.8% 64.1% 5.9% 167.8% 
$0.05 $0.14 $0.19 $0.15 $0.48 $0.01 $0.25 $0.18 $0.40 


% change 
Normalized Free Cash Flow per share 


FCF conversion as % of sales 6.0% 
Capex as % of EBITDA ; 30.0% 


14.3% 1.4% 29.2% 21.2% 41.6% 
42.8% M5% 39.8% 33.6% 24.5% 


17.5% 22.8% 16.4% 
AT AN 40.2% 51.2%) 


Source: Company reports and J.P. Morgan estimates. 
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Table 46: YHOO Balance Sheet 


$ in millions 


12/09A 3/10A 6/10A 9/10A 12/10A 3/11A 6/11E 9/11E 12/11E 2012E 2013E 


Cash and equivalents 
Marketable debt securities - short-term 


1,330.6 1,183.3 1,615.6 1,526.4 
1,911.4 1,576.3 1,203.9 1,357.7 
Marketable equity securities - short-term - = = 7 = 7 a = a 

Accounts receivable, net 900.3 921.6 939.2 1,028.9 890.3 908.4 780.5 
Prepaid expenses and other current assets 428.2 366.9 341.6 432.6 372.9 372.9 372.9 
Total current assets 4,570.5 4,100.2 4,345.5 4,094.5 4,051.8 4,394.7 4,615.1 6,424.1 7,884.1 


1,619.2 1,944.0 
1,169.4 1,169.4 1,169.4 1,169.4 


4,101.3 
1,169.4 


Marketable securities, long-term 
Restricted long-term investments 
Property and equipment, net 


1,001.7 636.0 744.6 
1,470.0 1,517.9 1,549.4 1,653.4 
Goodwill 3,600.2 3,640.7 3,656.5 3,681.6 3,734.6 3,642.7 3,548.0 3,451.7 3,066.3 2,658.4 
Intangible assets, net 288.3 265.4 255.9 249.6 249.6 249.6 249.6 249.6 249.6 
Other assets & investments in equity interests 3,718.2 4,009.0 4,247.0 4,415.1 4,415.1 4,415.1 4,415.1 4,415.1 4,415.1 


739.1 739.1 739.1 739.1 


1,695.4 1,917.2 1,881.4 1,823.4 


739.1 


2,497.1 


739.1 


2,297.1 


Accounts payable, other 
Accrued expenses & liabilities 
Deferred revenue, other 
Short-term debt 

Total current liabilities 1,515.1 1,439.8 1,413.4 1,419.3 1,585.7 1,655.4 


Long-term deferred revenue 
Long-term debt - - - - - 
Other liabilities 584.0 665.4 (288.0) (327.1) (747.8) (445.0) 
Minority interests in consolidated subs. 274 30.2 40.1 40.1 40.1 40.1 


101.8 82.1 42.5 42.5 42.5 


42.5 


Common stock 14 1.4 14 14 1.3 13 13 1.3 13 1.3 
Additional paid-in capital 10,640.4 10,700.8 10,804.2 11,018.7 10,109.9 10,160.0 10,160.0 10,160.0 10,160.0 10,160.0 
Treasury stock (117.3) (502.6) (998.7) (1,866.7) 0.0 (137.5) (274.9) (274.9) (274.9) (274.9) 


Retained earnings (accumulated deficit) 1,599.6 1,909.8 2,123.2 2,519.3 1,942.7 2,165.6 3,286.2 3,531.6 3,852.1 5,041.9 
Other 369.2 311.1 204.3 404.3 504.3 635.1 635.1 635.1 
Total stockholders’ equity 12,493.3 12,420.5 12,134.3 12,077.0 12,558.1 12,824.5 13,807.6 14,053.0 


Source: Company reports and J.P. Morgan estimates. 
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Other Companies Recommended in This Report (all prices in this report as of market close on 12 July 2011) 
Apple Inc. (AAPL/$353.75/Overweight), Microsoft (MSFT/$26.54/Neutral) 


Analyst Certification: The research analyst(s) denoted by an “AC” on the cover of this report certifies (or, where multiple research 
analysts are primarily responsible for this report, the research analyst denoted by an “AC” on the cover or within the document 
individually certifies, with respect to each security or issuer that the research analyst covers in this research) that: (1) all of the views 
expressed in this report accurately reflect his or her personal views about any and all of the subject securities or issuers; and (2) no part of 
any of the research analyst's compensation was, is, or will be directly or indirectly related to the specific recommendations or views 
expressed by the research analyst(s) in this report. 


Important Disclosures 


@ Market Maker: JPMS makes a market in the stock of Netflix Inc, Amazon.com, Google, eBay, Inc, Yahoo Inc, Apple Inc., Microsoft. 


@ Lead or Co-manager: J.P. Morgan acted as lead or co-manager in a public offering of equity and/or debt securities for Google, eBay, 
Inc, Microsoft within the past 12 months. 


©@ Client:J.P. Morgan currently has, or had within the past 12 months, the following company(ies) as clients: Netflix Inc, Amazon.com, 
Google, eBay, Inc, Yahoo Inc, Apple Inc., Microsoft. 


© Client/Investment Banking: J.P. Morgan currently has, or had within the past 12 months, the following company(ies) as investment 
banking clients: Google, eBay, Inc, Microsoft. 


© Client/Non-Investment Banking, Securities-Related: J.P. Morgan currently has, or had within the past 12 months, the following 
company(ies) as clients, and the services provided were non-investment-banking, securities-related: Amazon.com, Google, eBay, Inc, 
Yahoo Inc, Apple Inc., Microsoft. 


®@ Client/Non-Securities-Related: J.P. Morgan currently has, or had within the past 12 months, the following company(ies) as clients, 
and the services provided were non-securities-related: Amazon.com, Google, eBay, Inc, Apple Inc., Microsoft. 


@ Investment Banking (past 12 months): J.P. Morgan received in the past 12 months compensation for investment banking Google, 
eBay, Inc, Microsoft. 


@ Investment Banking (next 3 months): J.P. Morgan expect to receive, or intend to seek, compensation for investment banking 
services in the next three months from Netflix Inc, Google, eBay, Inc, Microsoft. 


©@ Non-Investment Banking Compensation:J.P. Morgan has received compensation in the past 12 months for products or services 
other than investment banking from Amazon.com, Google, eBay, Inc, Yahoo Inc, Apple Inc., Microsoft. 


@ J.P. Morgan and/and or its affiliates is acting as financial advisor to Skype Global S.a.r.1. in connection with the acquisition by 
Microsoft Corp. announced on May 10, 2011. The transaction is subject to regulatory approvals. 


@ The Gartner Report(s) described above (the "Gartner Report(s)") represent data, research opinion or viewpoints published, as part of a 
syndicated subscription service available only to clients, by Gartner, Inc., a corporation organized under the laws of the State of Delaware, 
USA, and its subsidiaries ("Gartner"), and are not representations of fact. Each Gartner Report speaks as of its original publication date 
(and not as of the date of this research report) and the opinions expressed in the Gartner Reports are subject to change without notice. 
Gartner is not responsible, nor shall it have any liability, to any reader of this research report for errors, omissions or inadequacies in, or 
for any interpretations of, or for any calculations based upon data contained in, the Gartner Reports or any excerpts thereof. 
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Netflix Inc (NFLX) Price Chart 


Oct Jul Apr Jan Oct Jul Apr 
06 07 08 09 09 10 11 


Source: Bloomberg and J.P. Morgan; price data adjusted for stock splits and dividends. 
Initiated coverage Jan 12, 2007. 


Amazon.com (AMZN) Price Chart 


OW $198 
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Source: Bloomberg and J.P. Morgan; price data adjusted for stock splits and dividends. 
Initiated coverage Jul 25, 2007. 
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Date 


12-Jan-07 
11-Jun-07 
22-Jan-08 
15-Sep-09 
23-Oct-09 
04-Jan-10 
28-Jan-10 
22-Apr-10 
09-Jun-10 
22-Jul-10 

13-Sep-10 
21-Oct-10 
27-Jan-11 


Date 


25-Jul-07 
05-Jan-09 
30-Jan-09 
02-Apr-09 
24-Jul-09 
23-Oct-09 
04-Jan-10 
29-Jan-10 
23-Jul-10 
24-Sep-10 
22-Oct-10 
28-Jan-11 


J.P Morgan 


Rating Share Price Price Target 


($) 
22.71 
23.43 
21.85 
44.97 
54.89 
55.09 
63.04 
86.98 
110.33 
103.56 
146.16 
172.69 
183.03 


Share Price 
($) 
69.25 
54.06 
50.00 
76.34 
86.49 
118.49 
134.52 
126.03 
120.07 
152.85 
164.97 
171.14 


($) 


53.00 
57.00 
63.00 
70.00 
110.00 
133.00 
136.00 
181.00 
186.00 
224.00 


Price Target 
($) 
65.00 
74.00 
91.00 
108.00 
150.00 
175.00 
180.00 
154.00 
198.00 
199.00 
192.00 
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Google (GOOG) Price Chart 
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Source: Bloomberg and J.P. Morgan; price data adjusted for stock splits and dividends. 
Initiated coverage Jan 05, 2009. 


eBay, Inc (EBAY) Price Chart 
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Source: Bloomberg and J.P. Morgan; price data adjusted for stock splits and dividends. 
Break in coverage Oct 16, 2008 - Jan 05, 2009. 
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10 
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11 


Date 


05-Jan-09 
09-Apr-09 
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12-Oct-09 
16-Oct-09 
04-Jan-10 
19-Jan-10 
07-Jul-10 

16-Jul-10 

05-Oct-10 
15-Oct-10 
21-Jan-11 


Date 


16-Oct-08 
05-Jan-09 
22-Jan-09 
23-Apr-09 
23-Jul-09 

20-Oct-09 
21-Jan-10 
22-Jul-10 

13-Oct-10 
20-Jan-11 


J.P Morgan 


Rating Share Price Price Target 


OW 
OW 
OW 
OW 
OW 
OW 
OW 
OW 
OW 
OW 
OW 
OW 


Rating 


ee a 


($) 

328.05 
372.50 
430.25 
524.04 
549.85 
626.75 
580.00 
436.07 
459.60 
538.23 
601.45 
611.83 


Share Price 
($) 
15.33 
14.77 
11.67 
16.62 
19.45 
25.06 
24.13 
20.94 
24.44 
30.78 


($) 

430.00 
409.00 
470.00 
503.00 
608.00 
623.00 
639.00 
566.00 
558.00 
569.00 
625.00 
706.00 


Price Target 


($) 

17.00 
14.00 
15.00 
19.00 
22.50 
24.50 
24.00 
25.00 
32.00 
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Yahoo Inc (YHOO) Price Chart 


Price($) 


Oct Jul Apr Jan Oct 
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Source: Bloomberg and J.P. Morgan; price data adjusted for stock splits and dividends. 
Break in coverage May 31, 2007 - Jan 05, 2009. 


Apple Inc. (AAPL) Price Chart 
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Source: Bloomberg and J.P. Morgan; price data adjusted for stock splits and dividends. 
Break in coverage Jan 18, 2007 - Oct 15, 2008. 
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Microsoft (MSFT) Price Chart 
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Source: Bloomberg and J.P. Morgan; price data adjusted for stock splits and dividends. 
Break in coverage Jun 02, 2008 - Jan 21, 2009. 


The chart(s) show J.P. Morgan's continuing coverage of the stocks; the current analysts may or may not have covered it over the entire 
period. 
J.P. Morgan ratings: OW = Overweight, N= Neutral, UW = Underweight 


Explanation of Equity Research Ratings and Analyst(s) Coverage Universe: 

J.P. Morgan uses the following rating system: Overweight [Over the next six to twelve months, we expect this stock will outperform the 
average total return of the stocks in the analyst's (or the analyst's team's) coverage universe.] Neutral [Over the next six to twelve months, 
we expect this stock will perform in line with the average total return of the stocks in the analyst's (or the analyst's team's) coverage 
universe.] Underweight [Over the next six to twelve months, we expect this stock will underperform the average total return of the stocks 
in the analyst's (or the analyst's team's) coverage universe.] The analyst or analyst's team's coverage universe is the sector and/or country 
shown on the cover of each publication. See below for the specific stocks in the certifying analyst(s) coverage universe. 


Coverage Universe: Anmuth, Doug: LinkedIn Corp (LNKD), MediaMind (MDMD), QuinStreet, Inc. (QNST) 


J.P. Morgan Equity Research Ratings Distribution, as of June 30, 2011 


Overweight Neutral Underweight 
(buy) (hold) (sell) 
J.P. Morgan Global Equity Research Coverage 47% 42% 11% 
IB clients* 50% 46% 32% 
JPMS Equity Research Coverage 45% 47% 8% 
IB clients* 10% 64% 52% 


*Percentage of investment banking clients in each rating category. 
For purposes only of FINRA/NYSE ratings distribution rules, our Overweight rating falls into a buy rating category; our Neutral rating falls into a hold 
rating category; and our Underweight rating falls into a sell rating category. 


Equity Valuation and Risks: Please see the most recent company-specific research report for an analysis of valuation methodology and 
risks on any securities recommended herein. Research is available at http://www.morganmarkets.com , or you can contact the analyst 
named on the front of this note or your J.P. Morgan representative. 


Equity Analysts' Compensation: The equity research analysts responsible for the preparation of this report receive compensation based 
upon various factors, including the quality and accuracy of research, client feedback, competitive factors, and overall firm revenues, 
which include revenues from, among other business units, Institutional Equities and Investment Banking. 

Other Disclosures 


J.P. Morgan ("JPM") is the global brand name for J.P. Morgan Securities LLC ("JPMS") and its affiliates worldwide. J.P. Morgan Cazenove is a marketing 
name for the U.K. investment banking businesses and EMEA cash equities and equity research businesses of JPMorgan Chase & Co. and its subsidiaries. 
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Options related research: If the information contained herein regards options related research, such information is available only to persons who have 
received the proper option risk disclosure documents. For a copy of the Option Clearing Corporation's Characteristics and Risks of Standardized Options, 
please contact your J.P. Morgan Representative or visit the OCC's website at http://www.optionsclearing.com/publications/risks/riskstoc.pdf 


Legal Entities Disclosures 

U.S.: JPMS is a member of NYSE, FINRA,SIPC and the NFA. JPMorgan Chase Bank, N.A. is a member of FDIC and is authorized and regulated in the 
UK by the Financial Services Authority. U.K.: J.P. Morgan Securities Ltd. (JPMSL) is a member of the London Stock Exchange and is authorized and 
regulated by the Financial Services Authority. Registered in England & Wales No. 2711006. Registered Office 125 London Wall, London EC2Y SAJ. 
South Africa: J.P. Morgan Equities Limited is a member of the Johannesburg Securities Exchange and is regulated by the FSB. Hong Kong: J.P. Morgan 
Securities (Asia Pacific) Limited (CE number AAJ321) is regulated by the Hong Kong Monetary Authority and the Securities and Futures Commission in 
Hong Kong. Korea: J.P. Morgan Securities (Far East) Ltd, Seoul Branch, is regulated by the Korea Financial Supervisory Service. Australia: J.P. Morgan 
Australia Limited (ABN 52 002 888 011/AFS Licence No: 238188) is regulated by ASIC and J.P. Morgan Securities Australia Limited (ABN 61 003 245 
234/AFS Licence No: 238066) is a Market Participant with the ASX and regulated by ASIC. Taiwan: J.P.Morgan Securities (Taiwan) Limited is a 
participant of the Taiwan Stock Exchange (company-type) and regulated by the Taiwan Securities and Futures Bureau. India: J.P. Morgan India Private 
Limited, having its registered office at J.P. Morgan Tower, Off. C.S.T. Road, Kalina, Santacruz East, Mumbai - 400098, is a member of the National Stock 
Exchange of India Limited (SEBI Registration Number - INB 23067523 1/INF 230675231/INE 230675231) and Bombay Stock Exchange Limited (SEBI 
Registration Number - INB 010675237/INF 010675237) and is regulated by Securities and Exchange Board of India. Thailand: JPMorgan Securities 
(Thailand) Limited is a member of the Stock Exchange of Thailand and is regulated by the Ministry of Finance and the Securities and Exchange 
Commission. Indonesia: PT J.P. Morgan Securities Indonesia is a member of the Indonesia Stock Exchange and is regulated by the BAPEPAM LK. 
Philippines: J.P. Morgan Securities Philippines Inc. is a member of the Philippine Stock Exchange and is regulated by the Securities and Exchange 
Commission. Brazil: Banco J.P. Morgan S.A. is regulated by the Comissao de Valores Mobiliarios (CVM) and by the Central Bank of Brazil. Mexico: J.P. 
Morgan Casa de Bolsa, S.A. de C.V., J.P. Morgan Grupo Financiero is a member of the Mexican Stock Exchange and authorized to act as a broker dealer 
by the National Banking and Securities Exchange Commission. Singapore: This material is issued and distributed in Singapore by J.P. Morgan Securities 
Singapore Private Limited (JPMSS) [MICA (P) 025/01/2011 and Co. Reg. No.: 199405335R] which is a member of the Singapore Exchange Securities 
Trading Limited and is regulated by the Monetary Authority of Singapore (MAS) and/or JPMorgan Chase Bank, N.A., Singapore branch (JPEMCB 
Singapore) which is regulated by the MAS. Malaysia: This material is issued and distributed in Malaysia by JPMorgan Securities (Malaysia) Sdn Bhd 
(18146-X) which is a Participating Organization of Bursa Malaysia Berhad and a holder of Capital Markets Services License issued by the Securities 
Commission in Malaysia. Pakistan: J. P. Morgan Pakistan Broking (Pvt.) Ltd is a member of the Karachi Stock Exchange and regulated by the Securities 
and Exchange Commission of Pakistan. Saudi Arabia: J.P. Morgan Saudi Arabia Ltd. is authorized by the Capital Market Authority of the Kingdom of 
Saudi Arabia (CMA) to carry out dealing as an agent, arranging, advising and custody, with respect to securities business under licence number 35-07079 
and its registered address is at 8th Floor, Al-Faisaliyah Tower, King Fahad Road, P.O. Box 51907, Riyadh 11553, Kingdom of Saudi Arabia. Dubai: 
JPMorgan Chase Bank, N.A., Dubai Branch is regulated by the Dubai Financial Services Authority (DFSA) and its registered address is Dubai 
International Financial Centre - Building 3, Level 7, PO Box 506551, Dubai, UAE. 


Country and Region Specific Disclosures 

U.K. and European Economic Area (EEA): Unless specified to the contrary, issued and approved for distribution in the U.K. and the EEA by JPMSL. 
Investment research issued by JPMSL has been prepared in accordance with JPMSL's policies for managing conflicts of interest arising as a result of 
publication and distribution of investment research. Many European regulators require a firm to establish, implement and maintain such a policy. This 
report has been issued in the U.K. only to persons of a kind described in Article 19 (5), 38, 47 and 49 of the Financial Services and Markets Act 2000 
(Financial Promotion) Order 2005 (all such persons being referred to as "relevant persons"). This document must not be acted on or relied on by persons 
who are not relevant persons. Any investment or investment activity to which this document relates is only available to relevant persons and will be 
engaged in only with relevant persons. In other EEA countries, the report has been issued to persons regarded as professional investors (or equivalent) in 
their home jurisdiction. Australia: This material is issued and distributed by JPMSAL in Australia to "wholesale clients" only. JPMSAL does not issue or 
distribute this material to "retail clients". The recipient of this material must not distribute it to any third party or outside Australia without the prior written 
consent of JPMSAL. For the purposes of this paragraph the terms "wholesale client" and "retail client" have the meanings given to them in section 761G of 
the Corporations Act 2001. Germany: This material is distributed in Germany by J.P. Morgan Securities Ltd., Frankfurt Branch and J.P.Morgan Chase 
Bank, N.A., Frankfurt Branch which are regulated by the Bundesanstalt fiir Finanzdienstleistungsaufsicht. Hong Kong: The 1% ownership disclosure as of 
the previous month end satisfies the requirements under Paragraph 16.5(a) of the Hong Kong Code of Conduct for Persons Licensed by or Registered with 
the Securities and Futures Commission. (For research published within the first ten days of the month, the disclosure may be based on the month end data 
from two months prior.) J.P. Morgan Broking (Hong Kong) Limited is the liquidity provider/market maker for derivative warrants, callable bull bear 
contracts and stock options listed on the Stock Exchange of Hong Kong Limited. An updated list can be found on HKEx website: http://www.hkex.com.hk. 
Japan: There is a risk that a loss may occur due to a change in the price of the shares in the case of share trading, and that a loss may occur due to the 
exchange rate in the case of foreign share trading. In the case of share trading, JPMorgan Securities Japan Co., Ltd., will be receiving a brokerage fee and 
consumption tax (shouhizei) calculated by multiplying the executed price by the commission rate which was individually agreed between JPMorgan 
Securities Japan Co., Ltd., and the customer in advance. Financial Instruments Firms: JPMorgan Securities Japan Co., Ltd., Kanto Local Finance Bureau 
(kinsho) No. 82 Participating Association / Japan Securities Dealers Association, The Financial Futures Association of Japan. Korea: This report may have 
been edited or contributed to from time to time by affiliates of J.P. Morgan Securities (Far East) Ltd, Seoul Branch. Singapore: JPMSS and/or its affiliates 
may have a holding in any of the securities discussed in this report; for securities where the holding is 1% or greater, the specific holding is disclosed in the 
Important Disclosures section above. India: For private circulation only, not for sale. Pakistan: For private circulation only, not for sale. New Zealand: 
This material is issued and distributed by JPMSAL in New Zealand only to persons whose principal business is the investment of money or who, in the 
course of and for the purposes of their business, habitually invest money. JEMSAL does not issue or distribute this material to members of "the public" as 
determined in accordance with section 3 of the Securities Act 1978. The recipient of this material must not distribute it to any third party or outside New 
Zealand without the prior written consent of JPMSAL. Canada: The information contained herein is not, and under no circumstances is to be construed as, 
a prospectus, an advertisement, a public offering, an offer to sell securities described herein, or solicitation of an offer to buy securities described herein, in 
Canada or any province or territory thereof. Any offer or sale of the securities described herein in Canada will be made only under an exemption from the 
requirements to file a prospectus with the relevant Canadian securities regulators and only by a dealer properly registered under applicable securities laws 
or, alternatively, pursuant to an exemption from the dealer registration requirement in the relevant province or territory of Canada in which such offer or 
sale is made. The information contained herein is under no circumstances to be construed as investment advice in any province or territory of Canada and is 


110 


Doug Anmuth North America Equity Research 
(1-212) 622-6571 13 July 2011 J.P. Morgan 


douglas.anmuth@jpmorgan.com 


not tailored to the needs of the recipient. To the extent that the information contained herein references securities of an issuer incorporated, formed or 
created under the laws of Canada or a province or territory of Canada, any trades in such securities must be conducted through a dealer registered in 
Canada. No securities commission or similar regulatory authority in Canada has reviewed or in any way passed judgment upon these materials, the 
information contained herein or the merits of the securities described herein, and any representation to the contrary is an offence. Dubai: This report has 
been issued to persons regarded as professional clients as defined under the DFSA rules. 


General: Additional information is available upon request. Information has been obtained from sources believed to be reliable but JPMorgan Chase & Co. 
or its affiliates and/or subsidiaries (collectively J.P. Morgan) do not warrant its completeness or accuracy except with respect to any disclosures relative to 
JPMS and/or its affiliates and the analyst's involvement with the issuer that is the subject of the research. All pricing is as of the close of market for the 
securities discussed, unless otherwise stated. Opinions and estimates constitute our judgment as of the date of this material and are subject to change 
without notice. Past performance is not indicative of future results. This material is not intended as an offer or solicitation for the purchase or sale of any 
financial instrument. The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not 
intended as recommendations of particular securities, financial instruments or strategies to particular clients. The recipient of this report must make its own 
independent decisions regarding any securities or financial instruments mentioned herein. JPMS distributes in the U.S. research published by non-U.S. 
affiliates and accepts responsibility for its contents. Periodic updates may be provided on companies/industries based on company specific developments or 
announcements, market conditions or any other publicly available information. Clients should contact analysts and execute transactions through a J.P. 
Morgan subsidiary or affiliate in their home jurisdiction unless governing law permits otherwise. 


"Other Disclosures" last revised June 13, 2011. 
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